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PREFACE 



T he object of this little book is to provide the 
re?\der \jhh. a stepping stone from which, 
fortified with a firm grasp of elementary principles, 
be may proceed to tl^e study of more ambitions*' 
works. An attempt has been made to give a sketch 
of the theory of money in its more practical aspects, 
but, owing to limitations of space, ^ many subjects 
"“^of importance have b^en altogether omitted. ^'No 
mention kas^ been made ^f bi-metallism, of index ^ 
numbers, of the ^^cost of production'' theory, or, 
indeed, of many other questions^which will be found 
discussed iu ^|ior^ systematic treatises. To such ^ 
ti’eatisa^, thm^efore, the reader must go in order to 
complete his studies. The classic Loml(iftrd 
of Bagehot and Mr Hartley With^r's luminous worl^i?-***^ ^ 
The Meaning of ^loney pj-esent the subject ^of 
monetary theory froifgi the point of view of the 
city man." Similar, but m are 

Mr George Clai'e's Mon^j Marltet ''Primer and 
his Soreign Ei^changes* Money and Monetary 
, Pf^hlems by Professor Mcholson shouSdT be read 
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by every student.? The chapters devoted to *bi- 
* metallism, and other Sindfe^ subjects, in Colonel 
Waller’s Political Economy are ^tr^ely l^cidtehd*^ 
%ill be found tisefol by beginners, wifilst the corre- 
■"^ponding portions of the late Professor Sidgwick’s 
Pri'nciples of Political Economy afford us^ul 
examples pf profound reasoning to the jmore ad- 
vanced reader. Last, there is the monumental work 
^ of Mr Dunning Macleod — The Tiheory cmd Practice 
® of Banhing — ^which, in its historical chapters at any 
rate, will richly reward any reader who has leisure 
to attempt its perusal. To all the books mentioned 
the author himself has to*" acknowledge his in- - 
debtedness, but more partscularly to the wwk of 
<* Mr Macleod. * , ^ r 


Sacombttrt, Waee, ^ 

^ August 12, 1910. 
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CHAPTER I ’ * 



• GASH ASTI) CREDIT 

• , * 

We propose,1ln this chapter, to take our readers 
tq a strategic point of th^ modem commercial system, 
to the counter of a country bank, to watch with them 
the customers who come there to do business, and to 
follow out the conseqije:^ce8 of their demands. 

.... The -first to appear is a farmer, cbme to cash, a 
chpqu#, in order that he iSiaf be able to pay wages to 
bis men that e vening. We will sup^se that it is -the 
autumn of a year in which th«» harvest has been 
unusually good-and ^hat the demand for agricultural 
labour is eage^jp* The cheque, therefore, is large, but 
it*is only ona of many that have been presented 
lately by the farmers of the neighbourhoCfi. 
comes a builder. He has been employed in repairing 
a ferm-house ^ich,^n less pi*osperous years, would* 
have continued in disrepair, and he also wants jome 
ready mon^ for wages* Next, a she{»kee^^ who,, 
under the stimulus’of increased sales, wishes«*o start 
a branch in a neighbouring village, and comes to 
appls for a loan. » liverybody seems to wftnt ready 
B. . 1 
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•money an^J the fiianagef of the hank finds his balance 
dwindling rapidly/ WJjere is he to turn fpr moifey ? 
Appeals ‘to the other brefnch bank^ in the same 
neigSbourhood would of course »>be,'UnaYa^in^^or^ 
*tJi£,ir cof^rs are also becoming enipty. His sole 
resource, therefore, is to telegraph tb his London 
agent for such a supply of notes and cash as^ he 
requires; for it is in London that the spar^ money of 
the whole country is kept. In everyfsmlised country 
there is a centre at yhich sp^e money can most 
advantageously be employed. To this centre, theife- 
fore, the spare money of the country will flow, and 
from this centre it must in any emergency be obtained. 
The Yorkshire farmer who draws upon his country 
bzaiker really draws upoiv, London ; the Nebraska 
miner who sends gold "'to a national bank'^really 
supplies New York The proposition which we wish 
to establish is this : — More trade means a need for 
more money, and more money can §e obtained only 
frSm the monetary centre of the country concerned 
..Tbejaffeg^s of such a withdrawal fronf the monetary 
^ centre will be examined at a later stage, but it will 
^be necessary in tlie meantime to state»more fully and 
to subject to certain qualifications the first half of our 
prQp«|ition ; that imre trade means a need for more 
’moneyf' ” * . 

Suppose that A has^bought goods from B to the 
value of ,£100. A may pay .B’by givingTii^ a 




3 


t *A TRADE BDOM 

• • • 

ilindred sovereigns, or J?y«giving iiim a,,cheque otf’a 
banker O for £lt>0, or b;;^ acdbpting a (say) three^ 
months bill pf exch§ng^e for £100 drawn on Mm by B. 
fe thg first case,»when A pays down the £l00, iiere 
has been a*cash payment and no credit has been 
given. Ilf the second case, whdn A pays* by 
cheque, there has been a cash payment but credit of 
a sort has been given. In the third case, where A 
accepts a bill*)f exchange, B has given three months 
credit to A. Bu^ the tern^ “credit” as used in the_^ 
• second case bears a difierent meaning from that wifST 
which it is used in the third. In the second case 
“ credit ” is synonymous with confidence ; in the third 
case “ci'edit” impliesinot only con^dence but also a 
’ willingness to make g, loan of money. Whese B 
•accepts*, cteqpe from A* he shows his confidence in. 
the sufficiency of A’s banking account and in the 
solvency of Ms banker. Whefli B agrees to receive 
payment ilTwle form of a thi’ee months bill of exchange • 
^accep^ed he thereby agrees to wait three months 
for payme^ (thus in reality lending £l0(y® Jl |pr 
three months) and also shows his confidence that 
in three months time will be able to repay the loan. 
Now, if for any reftson, B b%ins to suspec^ that A or 
Ms banker is likely to fail he willj^as a prudent man, 
refuse te» accept payment by cteque'br biU, amd 
wiU demand the payment 5f one hundred sovereigns, 
the*value of frhich wiU not be affected by any 
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ifiisfortiine <j[xat mfey happsiyto A. But the efiPect bf 
B’s refusal to take % chgque ma/be different frcsn 
the effect ©f his refusal to take payment by a bill of 
exchange. If B refus^ to take a cheque A wip haffe 
to pay him ip gold, and thus there will bffi a temporary 
demand for one hundred sovereigns which would 
otherwise not have been needed. If B had not begn 
suspicious he would have accepted A’s cheque, and 
paid it into his bank, and there would have been 
no demand for money %t alL Bpt as it is, A will 
nave to take the rejected cheque to his bank, take* 
out gold in exchange, and pay it over to B. It is 
true that B may pay the gold back into the same 
bank almost imnjediately afterwards, but still for that 
interval the bank has been copipelled to provide £t00, ' 
and its position was the'^ weaker to that? extent* 
however short the interval might be. 

If, on the other Hand, B refuses to take payment 
in the form of a bill of exchange,*no^16ecause he is 
suspicious of A’s position, but because h?is unwilling^ 
to aUpx^jto borrow from him through the means of 
a deferred payment, A will be able to pay by cheque, 
and the demand for money is not greater than it 
would otherwise have loeea Jf "B, in addition to 
wanting immediate. ;gayment, is also suspicious of A 
h^will demand'sovereigns, and the effect, as explained 
above, wilT he a temporary demand for one hundred 
sovereigns, which would otherwise 'not have Be^ 
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0 0 ^ 
needed. We see„ther^ore, thg,t a refasal to give 

^ credit, where “ cre^t ” jp synonymous with confidence,* 

^ l3^ the effect of (iiusing an increased derq^and for 
cash, "but that %. refasal to give “credit” wheje 
“credit” irgiplies a loan, has no such elfect. 

The supply and demand for money, then, is 
strongly affected by changes in the state of credit 
or confidence. Increasing confidence "Will mean a 
less demand ?or money; decreasing confidence wiU 
.mean a greater demand for "haoney, quite apart fronj,*. - • 
any changes in the voliune of trade. And it may well 
be that changes in the volume of trade may be 
neutralised by changes in the state of credit so that 
.increasing trade Accompanied by* increasing con- 
|[d^ce, or decreasing trmdp accompanied by decreasing 
confidence, ftiay lead to no changfes in the demand for • 
money. Our original proposit^Jn that more trade 
creates a need for more money, is none the less true, 
but it mightperhaps be stated better; Oiher tj),ings * 
%&ing tqua^ more trade erecdes a need for more 
money; or else. More trade tends to cr^^asteru'meed 
for more money. , 

It is sofQetin|es objected that although this 
proposition may be tyue, that although reore t:^e 
may tend to create a need for i»<?re money, yet that 
modem frade is carried qp to such a la^ge extent 
by. J^e aid of <jredit instruments, such* as cheques, 
th|i,t the increased demand for money wiB. be of an 


6 olsfi Ap) cr:^dit 

r 

iiHignificant (character. ft)r ex^ple, buys a plo^ 
rf)f land from B and givesf iun| a cheque in paymeift 
which pays into his. bank; anfi the transaction ig ^ 
tlyi» completed without any demand for cash st all. 
Such an example, however, is quite misle^^ding, for it 
is oBvious that a trade boom is not composed entirely 
of transactions such as this, but must necessarily 
involve many others in which cash payments are 
essential. Even if all wholesale dealing were settled 
' ‘ •ijy cheque the corresponding retail transactions would ^ 
still be settled principally in calh, and wage payments 
must, as a rule, be made in the same way. Under 
existing Conditions the use of credit instruments 
applies to a certain proportion 8f the total number of ^ 
transactions, but that propoftiron will not be incre^d^ 
'merely because the total number «f CraSsactions 
increases, and there,, must, therefore, under such 
circumstances be a substantial demand_for more 
money when trade expands in volume;^ 

More trade, then, tends to create a weec? for more* 
money, -er^this money, as has been observed above, 
"“"'must generally be obtained from the monetary centre 
of the cowntry concerned Wben traders slack and 
money aocumulates in the cqffers of the country 
banker,'he will send it up to London to find employ- 
ment unt^, such time as ^t will be wanted“"again in 
the country. * When tradd is brisk the country ba^er 
will get hi^snpplies of gold from London to hold until 
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thi strain is over. i-o Etodon,^ also, tha^ 

borroweri come t8 fing oij^ whlit terms they can 
borrow mon^. It i« tae equation of supply and 

* dSinaniJ in this monetary centi’e which we h3ve to 

observe. * • * 
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MONEY-MARKET 

m THEORY 


We must now consider the nature the lousiness 
transacted by a typical banking institution situated 
• ^t a monetary centre s5ch a^ thaTt described in ther 
last chapter; and for such information we turn 
naturally to the balance sheets periodically issued by 
the bank for the benefit of the jpi^jt>lic. These balance 
sheets, however, «onte.in on both sides details which--- 
areTlot essential to the limft^ scope of ;f;hiji^ chapter 
•" and which may, th&efore, for our present pnipose, 
be omitted. In its njest simplified form the balance 
sheet may be represented as followsi,: - — 

'■ LiabilitieB £ AsseS r £ r 

Deposits of Cash ... f.. 4,000,000 

CBstosr*^ 20,000,000 Investments ... 2,000,000 

— , Loans to customers 14,000,000 

» ^ ^ 0 , 000,000 f ** £ 20 , 000,000 


To dVoid the cofiaplications ^which would,^arise if 
we' had consider tr^sactions "between many 
different banks, we will suppose that-this represent 
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the> consolidated ^alance^shsets of MI thg banks at" 
onr* monetary centfe; tl^ i^ms*shown here being 
simply the totals of pmilar items in the individual 
•ba&ince^sheets. The total liability of aU the blnks, 
then, amounts* to £20,000,000, and against this lia-* 
bihty they Can show £4,000,000 of'adjual cash, 
£2,000,000 invested in securities, and £14,000,000 

len? to customers. 

' «*. *1 

Firstly, then.<e,s to the item “deposits of customers.” 
To the average non-commercial man a bank is merely 
an agency for keeping hi5 spare cash and for collecting 
the money due on cheques payable to him. *For him 
a “ deposit” really is a deposit, and the use of such a 
word naturally leads him to believe that the sum of 
£SQ 5 <J 00,000 entered under this description has actually 
been depo^iited iq the bahkS by thejr customers. But 
the nature of his mistake is revealed by considering 
the case of the commercial man vfho wishes to borrow 
from a bank. • This would-be borrower, we will 
suppose,Js ani»ehterprising man and asks for a gt)od 
round sum, say, one million sterling ; in which re-^ 
quest the bank manager good-naturedly ac^esces. 
Having obtained his loan, the borroVer has to decide 
what to do with it He n%ht, in very unusuar 
circumstances, ask for bash down, hut, as a^general 
rule, the hank wffl give him a credit on its books, 
and he will draw cheques* against that^ SPfedit as 
necessity arises. *What will be the effect of tMs 
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'^ransactioi^ on ^le bal&nqe-sheet ? If lie asks for 
cash the item “ cast ” wj-U Be reduced by ope million 
sterling and the item “ loahs to custpmers ” will be ^ 
increlsed by a similar amount, thus; ^ 


Iiiaks^aties £ 
DQiosits of 

customers 20,000,000 

c 

^20,000,000 


As|.etg £ 

Cash ... ... 3,000,000 

lavestments ... 2,000,000 

Loans to customei'S 15,000,000 

P J20,000,000 



But if hg merely accepts a credit in the bank’s bools 
the change will be as follows : 

Liabilities £ Assets £ 

Deposits of ^ Gffih*" ... ... 4,000,000 

ss, customers 21,000,000 ^vestments ... 2,00^050 

^ ^ Loans to custofoerr 15,000,000 

J 21,000,000 £21,000,000 

F * ' **-^ = 

In this latter case we see that .r there has been a 

chalige on both sides of the accoun%*^and ,j(;hat t!^e 
iteffis "deposits of customers” and '^loans’’ have 
noth l^eh increased to the extent of one million 
pounds. This is,' then, the important^ point, that a 
loan by the bank to < customer increases the item 
“dep©sits,” and ^at “deposits” therefore are not 
made up, as they fiught seem to be, mengly of idle 
balance^apd savings, bifc also of credits given by the 
bank. * , ^ 
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we have not^ yet ^rri^ed 'ilie e»d of the 
^tranlactioft The borrow^ wAild not have asked for 
^ Ig^an unless he wishM to spen<| the money, s^ we 
may presume that he wiU shortly draw chequfe on 
the lending bank to the amount of one million pounds. * 
In consequence of thisj’his credit for one million will 
be extinguished and the amount of “deposits of 
customers.” at that hanh will be reduced by a similar 
amount. But ii^as will very likely be the case, the 
cheques drawn by .the^ borrower are payable to 
residents in the same mo'netary centre, the recipients 
of the cheques will send them to banks of this centre 
and the amount of customer’s deposits at these banks 
will be increased by sum of one qiillion pounds. 
Cindering all the banks ^of this centre as one we 
see, fiiere?or0, that the consolidated balance-sheet 
will still show “ deposits of customers ” to the aniount 
of twenty-one million pounds. *Pt may be objected 
that some of tlje cheques drawn by our millionaire 
b«rrowe*f mi^t have been sent to persons resident 
in the country and paid by them into a con nfrv bajilii. 
But even then, owing to the tendency of ihoney to 
collect at the»> monetary centre, the country banker 
would probably use*the chequ^to obtain a cj^edit for 
that amount with his central age»it, and the Result 
would Jb«rthe same as' if the cheque had originally 
be ^n p aid into one of the cerrtral banks. E^n if the 
borrower wishes *to use his credit to pay a creditor 
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' liring in n foreig^ conSitry he yiil do so by buying 
a bill on that country fe-o^^ a bill-merchant, an(f 
pay^for'the bill -with a cheqfie. The bill-mercljanV 
\?ill jfiay that cheque into his b^Mkii^ account, and 
*so, as b€S&)re, the sum total of custojners’ deposits 
remains at tlie amount of twenty-one million pounds. 
Twist the matter as we may, the loan of one million 
has increased customers’ deposits by an equal 
amount. ^ 

It would appear, fcen, t|iat provided a borrower 
is willing to take Ms loan in the form of a credit on 
the bank’s books, and provided that the person to 
whom he gives cheques return these cheques to a 
bank for coUeqfcion, the proc^bf credit-maMngjm ay 
g» on indefinitely, since itsconly effect is to incre^e 
the items “ deposits of customers ” and " loans.” And 
since the banks benefit by the credits wMch they 
^ve, and the customers of the banks benefit by the 
crests wMch they get, it appeafs, fiuther, that the 
process of credit-making would go on indefinite^ 
jmlessjyrere stopped by some powerful and universal 
forcea The nature of these forces has to a certain 
extent been indicated by the (jualifitsations of the 
above statement, but,4o makg the matter more clear, 
we wfil give an esaPiple of their working. For tMs 
purpose let us take the qpe oT a very smalTborrower, 
one who is« content to apply for tijp modest siJB)».of 
£100, andjiet us consider how tMs loan will affect 
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the banks according to the different ways i^ which it ^ 
^ may* be u^ed. In jTracti^al |fe tfee ways of using 
\ttoney vary frpm exp^ncuture on firework* to ex- 
^eiaditui^ on raw materials for tlie purposes of in- 
dustry; but f«r our present purpose, fortunately * 
enough, there fs no necessity to attempt ahy definition 
of luxuries or necessaries, of investment or ex- 
pen<5tur^ It is sufficient to avoid the dffiiculty by 
taking extreme cases and neglecting all intermediate 
forms. As already explained 4ihe primary effect of 
thfe loan has been to incr^se the total of customers’ *" 
deposits by £100. In the first place, then, suppose!* 
that our borrower decides to spend his money on 
fireworks. If he pays by cheque, and the seller of 
flfc^rks, as he probably^ will do, senfis the cheque 
to 1iis‘E)Wn4)ank, the total of customers’ deposits wiU 
remain increased by an amount of £100 as in the 
case of the millionaire borrowed* The buyer 'may, 
however, elect to draw one hundred sovereigns mom 
hi| bank^ and^ay for the fireworte in cash. If he - 
does this, the*item “deposits of customers” will ^ 
reduced by the amount of £100 to its former" level, 
and the item “cash” wiU be reduced by a similar 
amount. But this state of af^s wiU not last long. * 
The firework seUer wilTfind money accumulating in 
his till, apd shortly after the purchase he wiU send» 
(say) £100 in cash to the b&nk. This will fflcrease 
the^jEBms “deposits of customers” and “cash” and 
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the consolidate balance-sheet will finally be precisely 
the same as if only ch^qut s had" passed. ^ ^ 

But, now suppose that oijr borrower,* instead of" 
^eding his moifey on luxuries, decides |,o ule if 
* in engagmg some labourers for the^more intensiTe 
qultivation his farm. He engages, then, three 
labourers at thirteen shillings a week, and uses his 
borrowed^money to pay their wages. In qyder^to be 
able to pay his increased wages bill he will have to 
withdraw from his Ijank thirtjr-nine shillings more 
than he used to do. But aif the end of the year, ifiie 
has laid his plans well, he will find that his increased 
receipts are at least suflicient to enable him to cover 
the payment of interest to ^h^bank and to continue 
tp employ tlfe three extr^ men without borresving 
any more money. As %ng as this invostraent*’ of 
£100 remains, three more labourers will remain 
employed than thefe would otherwise have been, and 
this extra employment leads to a greater demand for 
casL In consequence of more earning theij^e is more 
^spending; the local shops do a brisker trade and keep 
^alar^sum in their tills. All this implies that the 
money drawn cut of the bank by means of the 
*lprrower’s cheque dq*® not all drift back to the bank 
via ihf pocket gf- 'the labotirer and the till of the 
^hop ; part of it,* indeed, •vjill do so, bui^art will 
remain in circulation,* and will* to th^ extent, 
diminisl^ the items “deposits of customers^*'*and 
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“ cask” But when the loan l^as usea to fireworks’^ 
we»saw lihat neither of|th^e i^ms were affected. 

It is the vari 9 ,tion^ <rf the latter item whi«h are of * 
^eate^ importanee, and roughly speaking, we may 
say, therefore? that loam which are . u^d hy thi 
borrowers Jbir reproductive purposes' will eaus* a 
demand for cash, while loam used merely for wn- 
pr^uet^e eo&penditure will not do so. , But most 
loans are used fiSr reproductive purposes and therefore 
imply a demand for,casli|j and it is this demand which, 
itS we shall see, puts a limit to that inde^nite ex- 
pansion of credit which otherwise would be to the 
advantage of both banks and customers ^ 

There is, howeveai, another aspect of the question 
teHbe considered. Supi^ose that at the end of fee 
ytsar^the^majaager of the Dank considers that he is 
lending too freely, and refuses to renew the loan of 
£100. The farmer, if he cannSt borrow from else- 
where, will be unafelerto continue to employ the three 
extra iqpn -wiiom he had engaged on the strength of 
the loan. (k)nsequently his weekly wage-bffl will,](jg 
decreased, and so wiU the taking of the .shops once 
patronised bj the dismissed labourers. There wilj, 

i Another potent check to the indel^^te expansion of credit Irill 
be explained at a later stag?. It lies in tjje action of the'^reign 
. exchanges. An expansion of credit tends* to cause a rise of prices 
and so ti^^odnoe an* outward fio'v% of gold. Then the.^nhers, in 
or^Q^o maintain a proper proportioi? of cash to liabilities, will haxe 
to contract their oredifs. ' i 
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’^therefore J)e a small Cut definite decrease in the 
amount of money^reqiCire(f for wage payments 'ind ^ 
retail transactions, ^and the mcney so-displaced ^ 
drift*back to swell the cash reserves of the banks'at "" 
"the monetary centre. Thus we reach the conclusion 
that a contraction of loans, In so far as it causes 
a contraction of trade, will tend to increase jjash 
reserves. Jn this connection it is necessary to 
observe that a contraction of loai& is sometimes 
spoken of as a contraction credit ; that the term 
“credit,”, as already noticed, has two meanings anS 
that its indiscriminate use is therefore likely to cause 
confusion. In one case a contraction of credit means 
a contraction of loans, and so nay be an indirect cause 
ofincreased cash reserves. Ip the other case a contfSc- 
.. tion of credit connotes a feeling of insccufity '^^hifii 
may cause an unusual demand for payments in coin, . 
and so tend to dimiriish the cash reserves of the bank.' 

The term “cash” implies actual'^ money in the 
cofiers of the bank. This reserve of caSi is the only 
peijfectly^reliable reserve which a banker can keep. 

In times of acute panic he may be unable to sell his 
securities, and equally unable to call i® his loans to 
customers, but the g<^/^n his vaults cannot depreciate 
in vafae, and it casejpot run away. K, therefore, we 
wish to get a rough indication ,of the^JSjjancial 
strengtn^ofi'a bank we must work out the propor^gn 
of “eash’t ^o “deposits of customers.” Some banks 
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^sjjeaking, it may be said that baiters as a Uody^will 
•hot permit this proportion to fall below a clrtain^ 
figure. Loans*for productive purposes^ we have 
explained alJbve, necessarily imply an increased 
demand for cash, and this can only be obtained from 
the banl^ But a continuous fall in the amount of 
cash in the banki, whether accompanied or not by a 
change in the amouujt of .^eposfts, will rapidly reduce 
thb proportion of cash to liabilities to a dangerously 
low figure, and there will be an immediate check to 
the extension of credit. The most daring of bankers 
will cease to lend when^diis cash reserye has shrunk 
be/ond a certain point. On^the other hand, the most 
cafiticiis incpease his loans when cash becomes 
abundant in his vaults. Thus it becomes evident 
that the superstructure of credit cailnot be indefinitely 
increased or decreased without any reference to the 
ca§Ji basis upc*i which it rests, but that, within certain 
broad limits Slhich will vary with the state of credit* 
and the general organisation of commerce, it must 
depend upon a^jd vary with the size of that cash basis. 

We have spoken *of banker&s^asing to toid ok 
increasing their loans, but this phJSteeology does not 
accurateJjyepreseijt the nourse of events in an actual ’ 
moQg^-market There, a bantur will rarely*re^e to 
len^a^ a price, provided that good collateral Security 
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were offered. Oj(i the*" other hjsind, also, a banker 
cannot increase his loJns independently ofi incrwised 
dei^and" unless he Jowers the §)rice, for otherwise tfed" 
. borrower would refuse to borrow? The price of such 
loans is ‘called the rate of discount,*^ or the rate of 
interest, according to the form taken by the loan. In 
treating of the details of the money-marke^it is 
necessary*'to differentiate between these ^o rates, 
but for the purposes of a broad Purvey it is per- 
missible to look to fiieir essential similarity and to 
include them imder one name ; say, the rate *of 
interest We can now amend our former statement 
and say, that a fall in the cmh reserve will cavse the 
hankers to rapM their rate Of interest while a rise in 
Ike cash reserve wiU ea^icz them to lower their rate 
of interest. But we saw, also, tharf; ah e'itension of 
loans, if followed^ by an expansion of trade, wiU 
trench upon the hash reserves, and, conversely, that 
a reduction of loans (unless accohipanied by a feeling 
of insecurity) wiU cause a shrinkage Si trade, and so 
-“SEveU the cash reserves. Finally, combining these 
two statements^of cause and effect, we see how the 
three foctors act and react upon each other. In- 
Bre|Sfid loans, fo^^ed by aif expansion of trade, 
drain away coin,<^d so leaS to a rise in the rate of 
• inter^t A rise in thje rate of interest d^sens the 
demand for loans, discourages tr^e, and so tmijjs to 
drag cdivback to the banks. « 
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But there is anotjier element in^he morffey-market 
whiah is o? great importaiiice ikid which still remains 

Ha^be considered. Thi^ is the general level prwes. 

* Suppose that in an isolated community the population , 
are exclusivel^employed in the manufacture of that 
vague but convenient commodity known as goods In 
general, and that by their labours they produce goods 
in ge^W. to the^amount of X tons a year.* Further, 
suppose that in any one year, at the then existing 
level of prices, the total*mone7 income of the com- 
munity is £F. Then, since, in these days, when 
people do not bury their gold, all income is either 
spent by the recipient or lent by him to be spent by 
others, the whole indbmfe of £F will be offered for 
the whole production of*A|, tons, and the price of 
godds'in |feneral»will be represented by YjX. But 
suppose that in the year unde^ consideration the 
banks of this isolated commmxity’were to grant to 
their customers credits to the amount of £Z. Then 
the;, totat amf unt of money offered for goods in 
general woulff be £Y+Z, and, since the amount Of* 
goods in general will be unaltered, fjie price will be 
represented bjn £F + F/X. It therefore becomes ^ 
obvious that an increase ^in Z, an incrcasjj'in 

the amount of loans granted by bakers, will tend to 
raise prjp^s until aounteSract^d by an increase^p X, " 
that4Sj an increase.in the amount of goods produced. 
Oonyersely, a decrease in the amount of loa»8 Vanted 



.'S'P 


. _ ^ 

20 PieSH AND CREDIT * ^ 

* t" ^ 

by bankers mus| teni to lower prices until the 

e amount of goods prJiucted is correspoiMinglj di- 

mmsheU s e n 

e however, we suppose thatt)ur imaginary cbm-'^ 


munity, i^tgad of being isolated, is cSnnected by the 
cfosest bonds of commerce with foreign countries, 
then any rise in prices brought about by an iimrease 
of loans will immediately be counteracted fej'^a great 
increase of imports; and an increa^ of loans in any 
one community will 'bnly r^ise ^)rices in so far as it 
can affect prices all the world over. In the terms *of 
our formula, X will vary with every change of X so 
that Y+ZjX remains practically constant; whereas 
when dealing,with the case ^)f Sn isolated community, 
the total flow of pi^duction, is a quantity not 
subject to great*and sudden changes.* K actaaWife 
a commercial co^amunity is not perfectly inter- 
connected with foVeign countries, nor is it, of course, 
absolutely isolated. The truthj in fact, lies some- 
where between these two extreme^ andr we j,re, 
*^erefore, at liberty to say that cm increase of loam 
will tend to came a rise of prices, and that a decrease 
^ of loans will tend to cause a fall of prices, though 
llK^swshanges in msfce will not*be nearly so great as 
would have fol^^ed upon an equal increase or 
’’ decree of loans in an isolated ^communi;^. 

®u8’we see thaf^e four main elements rfthe 
money-hoiirket are linked together and that a cl^nge 
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in one gives rise to,compensa,ting^ovem«9nt8 on the 
par^ of others. An ii^crease ef loans is followed by • 
J^^Nrise in prices ; a rise in prices' is followed b» an 
expansion of trade* which drains away cash frofa the , 
banks, and sq leads to^a rise in the rate ef interest. 

A rise in the rate of interest lessens the demand for 
loanswlowers prices, and discourages trade. Ihis 
again le^s to a yeturn of cash to the banks, a lower 
rate of interest, more loans and higher prices. And 
so the action and reactio'l goes'*on from day to day. 
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THE HYHRAUMO MODEL 




Wb are now in a position to exe&iplify, by means 
of a mechanical mo(fel, th^ wqfking of the forces 
which we have described in the last chapter. Suf)- 
pose, then, a cylinder AB^ open at the upper, and 
closed at the lower, end. This cylinder is partly 
filled with water, and into the upper end is inserted 
a« closely-fitting piston-h^a^. P, so as to touch the 
surface of the water. To the pistounhead iS attached 
one arm of a lever, L, the other arm being attached 
to a spring S. Tfie bottom of the spring is at- 
tached to one of a series of pegs, so that it exerts 
a certain pull on the lever and tendrto Baise ^e 
Dj||ton-head. If the piston-head were? to rise the 
other arm of the lever would faU, and the pull 
exerted by the spring would decrease. Inside the 
. cv ilpder . and immm^d in the '‘water, is an elastic 
bag, ‘(7, attached pmnp -sfhich passes through the 

aide of the cylinder so that the bag can b^nflated 
with ^r, -or deflated ^om the outside. Suppose, 

^ ^ 1 See Fig. 1. " 
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now, that the area of the enti of t|ie cylir^^er repre- 
sent^ the Ivolume of the internal feade of England, 
difficult (to device any mec|ianical contrivance 
' whereby the cylinder might be made to grow.,fatter 
or thinner so aSS to represent variations in ^e volume ' 
of trade, buf it is a difficulty which may easily, be 
surmounted by an exercise of the imagination. 



cylinder repi^sents the amount ' of coin in the, 
country, that the height of tJjm water, an d cops e- 
quently of the pistoiJ-head, in ibe cylinder ‘Repre- 
sents the level of prices, that the size of the elastic 
bg.g (f represents the exteiffc. to which crgdil^instru- 

ments are used, hnd that the strain on the spring 8 

. . • 
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represents^ the rate of interest charged by bankers 
for loans. ' r •• ^ 

Now, supposing^ the modeK to berin a state o^ 
eqafi%ium, let ns disturb the various forceSfOne % '' 
"one and watch the movements brought about in the 
different parts by such disturbance. “ First, then, 
suppose that the cylinder gets fatter, that is to say 
that the internal trade of the country increase<«^The 
obvious result of this will be that the level of the 
water falls and with iUhe piston-head. The far end 
of the lever will therefore rise, W so increase the 
strain on the spring. Translating these mechanical 
movements into the language of the market-place 
we see that an increase in tinder will lower the level 
of. prices, and faise the rat^ of interest. If, on the 
other hand, the eyUnder gets thinij.er„ the’ piatos- 
head will rise and the strain on the spring will 
decrease. Again trfaislating, we see that a falling 
off in the volume of trade will be accompanied by 
Bj vise iu prices and a fall in the rate interest 
Tl^ practical reader may here feel inclined to point 
out that high prices are associated with a boom and 
^low prices with a slump, in trade, and that the machine 
mistakem And this interruption affords 
a go(^pportunity^ remind* the reader that indi- 
vidual causes are now being isolated, and are pre- 

1 It tS^t b(s remembered that the term "rate of interest, ’’"as used 
here, moMeft what is generally known as the ra'ie of discount. 
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sumed to act while ^other cotiditioss remaija the same. 
Sugh a ^tate of affairs seldom,® if ever, occurs in 
■%.opractice, andhthe theoretical result, though oq|side 
our usual experience, is none the less sound. The 
fact is that *5 boom in trade is almost ^lecessarily' 
accompaniea by an Expansion of credit, and that 
this expansion may be sufficiently great not only to 
counfevact the fall of prices which would be caused 
by an expansion of trade alone but even to send the 
price index substaptia% higl?er than it was before. 
This process may easily be followed on th,e model. 
The cylinder fattens to represent an expansion of 
trade, but, at the same time, we must pump air into 
the bag O to represent an expansion of credit. If 
we pump quickly enough,^the expansion of the bag 
will morff than jeounteract the effects of a fattening 
of the cylinder, the piston-head will rise, and the 
strain on the spring will be decreased, i.e. prices will 
rise and the rate of interest will faE A period of 
tj^de depreSBion, on the other hand, must be repre- 
sented not ©nly by a thinning of the cylinder tat 
also by a great decrease in the size of the credit bag 
O; and the §nal result of these two may well be ^ 
a fall of the piston»head and an increased st^aisron 
the spring, that is, a fflll of prici^ and a rise of the 
rate of discount., • 

^ If we assume that, as tlTe strain on the spring S 
increases, the gfrth of the cylinder tend to 
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diminish (j^ist as % pulf at both ends of a rubber 
^ tube will make the tube^narrower) ; and that as the 
strai^ on the sprii^g diminishes the igirth of the/- 
cylinder will tend to increase; we obtain a^iother 
Analogy, vif. that a rise in the rate of interest will 
tend to check’ the expansion cff trade ; a fall in the 
rate of interest will tend to encourage it. Looking 
at the movements of the piston-head, we see<^t if 
other things were equal there would be a rise of 
prices in the first eveist and^a %11 of prices in the 
second. ^But other things will not be equal. The 
rise or fall of the rate of interest will be accompanied 
by a deflation or inflation of the credit bag suflScient 
not only to counteract but also to reverse the price 
movements which would o^frwise have taken place. 
That is to say, a fall of prices tidll follpwan increased 
rate of interest and vice versa. 

Variations in theVolume of the credit bag (7 may 
be ascribed to two different causes. Firstly, to 
changes in the extent to which book-crei’iits, gheques 
aq4 other substitutes are used in place of com. 
Secondly, to changes in the amount of credit with 
^which the banks* are prepared to trijst their cus- 
to mar^ These chafes tend to "take place at the 
same time and in same Sense. Thus the same 
feeling of distrust which indqces a^man to demand 
paym^ ia gold instead. &f by cheque will also cause 
the banks to be more careful as* to their loans. 
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Similarly a feeling, of confldence«will enaourage the 
us^ of credit instrun^ents as» well as the creation of 
’^bankers’ obligations. In times i>f panic or distoist, 
therefore, under ’the influence of both^,of these 
changes the,^c!redit bag will collapse, the piston-head 
will fall, and the strain on the spring will increase 
and so tend to diminish the girth of the cylinder. 
Thaffe, prices yill fall, and the rate of interest will 
rise and so discourage trading. Conversely, in times 
of confidence the eredfl; bag "dwells, the piston-head 
rises, the strain on the spring is decreased, and the 
cylinder tends to fatten. That is, the rate of interest 
fells and trading is encouraged. 
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THE FOREIGN EXCHANGES IN THEORY^ 

G 

So far we have bee^ considering the changes and 
chances of an isolated money-market -which is not 
affected by the monetary conditions of other countries. 
We must now take into consideration iiot only the 
home market but also the foreiOT markets and the 
various links by which all money-markets are con- 
nected. But we will still stiOiflate for some limitations 
to the argument, arfd will confine it to countries which 
have a gold standard «and which trade freely in gold. 
Within these limitafeons we may say that the ad- 
justment of the foreign exchange is ^art of the 
mechanism whereby the supply of gold is uisti^buted 
to "fee various countries in accordance wilh their re- 
quirements. The pate of exchange itself is merely a 
^ign of this adjustment. A flag floating to the breeze 
sho^Ws which waj, the winc^ is blowing ; the rate 
of exchange shows us which way money is flowing or 
tendingJ;o flow between the vacuous countries, r 
Looking at the money article of the Times this 
evening I see that the rate of exchange on Paris^is 
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quoted at 25.15. The meamng oi| this figure is, that 
axi^ person who likes to dq so ’can pay down one 
sovereign in London and acquire the right to receive 
* 26.16 j&*anc8 in Paris. Here we seem to be ex^anging 

a gold coin it? England for silver coins in^f^aris ; but? 
this is not really the case. The rate is quote^ in 
terms of smaller units merely in order to escape the 
awkward Auctions which would result from using the 
large units for ^s purpose. In reality the exchange 
is one of gold coins o? one -weight and fineness in 
London for gold coins of different weights and fine- 
ness in Paris. Now it is obvious that when two 
coins of different weight are made of the same 
material, there will* subsist between them a physical 
relation which will renjaip invariable under all c4r- 
o«iastaiS;e 84 )rosrided that their wights are unaltered. 
Between the ten-shilling piece and the sovereign this 
relation will obviously be ondnhalfi Between the 
sovereign and the napoleon it is and between 
lii^e serereign and the German eagle Since the 
weights of 'the coins are given to them at the mjjgits, 
this relation is called the Mint par of exchange. 
Omitting in each case (as is alwa;^ done in practice)^ 
the divisor 20, -wi may say that the Mint par of 
exchange is 25.22 be*tween Loiidon and Paris, and 
20.42, between London an^ Berlin. 

« Besides the JVIint par ofi exchange there'*^e two 
o^er rates of exchange which are of special im- 
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portance. Suppose that a trader, A, were to send 
a hundred sovereigns tg Berlin,- his agent dt Be^in 
could take them to ^ Berlin baSok and ^there get an 
equ^ v^ight of gold in eagles ; that is, eagles. 
Sut A wi^fhave to pay the expense of ipsuring and 
shipping his hundred sovereigns from England to 
Germany. These expenses expressed in German 
currency wquld amount to about twe|ye marks\ and 
therefore the net sum realised by A in Berlin is 
eagles. If, on the othSr hpnd, B, in Berlin, 
wishes to realise 100 sovereigns in London he can 
take eagles to his bank, obtain 100 sovereigns 
(or an equivalent weight of gold) in exchange, and 
ship them to London. His expeKses will amount to 
la^ marks, so “Ihat, to g/ste his 100 sovereigns in 
London, he will have to pay eagles iiS' Bes-lin. 
These points on the exchange schedule which are 
obtained by calculal^g the rates which would obtain 
on the actual shipment of gold in either direction 
are called the “gold points.” In the iSermsm e^- 
chapge, as we have shown, the gold points are 20.32 
and 20.62 ; in the French exchange they are 25.14 
%iand 25.30*. The former is the rate wlpch is finally 

obtained by a resident in England who exports 

*• 

* i 20 marks =1 eagle. . ^ 

3 AfkSim expense of shipping; fold viries from time to time, and 
from indiYiduai to individual, these figures ca» onij be regarded as 
approximate. * ^ ^ 
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sovereigns and turns them mto eagles ia Berlin or 
napoleons in Paris. It is ther^ore known as the 
“ export poinV’ The latter is t’ie rate obtained by 
one who imports ehgles or napoleons and tujsas thein^ 
into soverejghs in London. It is knc»wn as the 
“import point” The importance of the rates of 
exchange known as “gold points” arises from the 
fact that they Represent the farthest limits between 
which the rate of exchange can oscillate so long as 
gold is freely forthcoming for eiport in both countries ; 
and also from the fact that any approach of,the rate 
of exchange to these points is a sign that gold is 
tending to flow out or run in. 

Suppose that any person living in^London wishes 
to pay a debt in Bristol, ^e'Kjan dp so by buying ®a 
nS)nBy oMen at-’seme London post-office and sending 
it by post to his creditor, who vill be able to cash it 
at a Bristol post office. Similar]^ if a merchant, A, 
wishes to pay sonae debts in Paris he will go to an 
exchange l^ker, buy a bill on Paris for the required 
amount, and will send that to his creditor, who will 
be able to cash it at his bank. But supposing that 
our Londoner on going to the post office to buy a 
money order, say, ^or one pound, were to be 2old 
that the commission ^^as sixpence he would refuse 
the money order, buy a registered envelope and send 
tjfe so Weign to BrisM in that. So, if the rn^hant 
w«re told by the exchange broker that 1^0 sovereigns 
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'would onljp buy a?bill on Paris for 2500 francs, he 
■would prefer to sliip the sovweigns, or t&e corre- 
spo: 9 ding amount ofr bullion, to Paris, afid there turn 
it, at the Mint pai’ of exchange,* into 2522 ^francs, 
\ sum 'wtiliclt after deducting 8 franSs^for freight 
and»insurance, would leave hM with 2514 instead of 
the 2600 francs offered by the exchange broker. It 
is therefore obvious that the Pari^ exchange can 
never fall below 25.14. On the otner hand, it is 
obvious for similar refeons tSiat the Paris exchange 
cannot pse above 25.30, for if the brokers were 
to attempt to ask for a higher rate all Paris 
debtors would pay their London creditors by ship- 
ping gold. ^ 

Between the two limit 5 ,-'the nature of which we 
have just explained, the rate of exchangS is *0(70- 
tinuaUy varying, and it remains for us to consider 
the causes which lead to these variations. In order 
to avoid the unnecessary and unessential complica- 
tions which arise in the case of two couHtries Jiaving 
different currencies, we -will revert to*our former 
homely example of transactions between London and 
Bristol. These towns, we will suppos§, are isolated 
communities trading only with eftch other, and con- 
ducting their exchange busindfes through the medium 
of a firm, the “post oflice,” having ]?ranches in each 
towiif^The London branch If the post office w^ 
supply monjsy orders which may b*e cashed by Ijie 
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Bristol branch, and the Bristol branch wifl similarly 
supnly money^ orders|i which may* be cashed at the 
^ Lonaon branch ; so that debtors !n either town ^?rill 
be abl^ to pay thiir foreign creditors by of . 

these orders.* ^uppose^ that during a cert^ month 
Bristol buys goods to the value of £100,000 from 
London, while London only buys £60,000 worth from 
Bristol. Then, i|; all these goods are promptly paid 
for, the Bristol post office will sell during the month 
money orders on Lendoh for j£l00,000, and will be 
asked for payment of orders sent from London to 
the amount of £60,000, and their balance will be 
increased by £40,000. Similarly the London post 
office will sell orders* on»Bristol for £^0,000 and will 
cash orders on London foC» £100,000, thus diTniniHliiTig 
thetr 'bailee* by»£40,000. If we suppose that each 
of the two branches of the po^st office keeps its 
balance at a bank, the one in Bristol, the other in 
London, it is obvious that changes in the amount 
of jiliei»» balstices Avill not, of themselves, have any 
effect upon the money market either of Bristol or 
of London ; for these changes will merely take the 
form of a traijsfer of credits on the books of the 
bank from one customer, i.e. the post office, to othhr 
customers, i.e. those to Vhom the money orders are 
payable. But if the inltobit^ts of Bristol continue ' 
foii any length of tim& to bay more from Lo^on 
than the inhabitants of London buy from, Bristol, it 
b! ^ n> "non. 3 
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may hapjjfen thaif the balance of the London post 
oflBce will be in danger of hfccoming entirely^ ex- 
haavsted. In such 3ase the post office can add to its 
^ balanos»s^n either of the two following ways, o It may 
deposit securities with a bank and obtain authority 
to overdraw, or it may request the Bristol branch of 
the post office to draw out in gold a portion of the 
superabundant balance held there, and to send this 
gold to London. If the first plan be adopted the 
total amount of credit granted by London banks will 
be increased by the amount of the post office over- 
draft. This increase of credit, as has already been 
shown, will tend to raise prices in London. If the 
second plan be adopted th« stf»ck of gold held by 
Bristol banks will be reditoed by the amount of gold 
sent from Bristol to London. This will *fcause •the 
Bristol bankers to contract their credits, and so tend 
to lower prices iff Bristol. But a fall of prices in 
Bristol will have the same effect as a rise of prices in 
London, i.e. people will be encouraged«to bay Bjpre 
in Bristol, and less in London, and thus to reverse 
the former balance of trade in which we supposed 
Bristol to buy more from London tl^n London did 
fKim Bristol Thus an unequal balance of trade 
calls into play forces whicSi tend to correct that 
' balance. ^ ^ 

^Qt the borrowing of money from a ban£ or Jhe 
shipment jsf gold from one town' to another i%, an 
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I* <% expensiye process, and the post o£|ce, therefore, tries 
*" to discourage ihose wDhing to’pui^hase postal or^s 
, ^ • which will render ii^cessary such a course, and gives 

favourable terjas to those whose purchasgET tend in * 
the opposite sense. This the post office does by 
I varying the rate of commission on money orders, 

that is, in other words, by varying the rate of ex- 
change. When &e balance of trade is equal between 
the two towns we may siTpposeihat the post office in 
Bristol charges £1 Os. Id. for a £1 money order on 
London, and vice versa ; but when Bristol bdgins to 
buy more from London than London does from 


Bristol, and the demand for money orders on London 
begins to get keen, the J^nstol branch will put up ife 
price to, ^y, £1 Os. 2d. It tne demand stiU continues 
the"p?ice will* be* still further advanced, until finally 
(if we suppose the cost of sending between London 
and Bristol to be 3d.) it reaches "gold point,” i.e. 
£1 Os. 3d. If the rise in the rate of exchange to 
goldr pdlnt ^es not stop the demand for money 
orders on London, the only course is for the Bristol 
post office to continue to sell orders at that rate, and 
to send to London t^e gold received in payment fpr 
these orders, and so to Replenish the balances of the 
London post office. So long as gold is available for 



export from Bristol the rate of exchange c»p«ot 
go -beyond gold point, ^r if tbe post office" were to 
demand more, those jrho had debts to pay% London 
m 3-— ‘2 
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would refiise to buy money orders and would dis- 
clwge their deb'^s by the i^lternatiye method of 
seu&ing gold, to London themselyes. But the Lon- 
don branch can also do something io rev&se the 
current by offering to sell money orders on Bristol 
at* a discount, and so encouraging Londoners, by 
buying these money orders on Bristol, to replenish 
its dwindling balances. On our hypothesis it would 
cost the post office -3d t(f bring £1 in gold from 
Bristol to London, and the post” office will therefore 
be willfng to sacrifice 3d on every transaction which 
saves them from the necessity of such a shipment. 
It follows that £1 minus 3d, or 19s. 9d, wiU, under 
-such circumstances, be ^the price of an order on 
Bristol Here, too, tlie rate of exclj^ge has 
reached gold point, but here it* is the “miport 
point,” whereas in -Bristol the rate of exchange had 
reached “export point” I Since import necessarily 
implies export, it is obvious that when the rate of 
exchange between London and Bristof is af eaport 
point in Bristol it must be at import point in 
London. ' 

„ We have thus seen that on^ cause of variations 
in the rate of exchange ulies in changes in the 
. relative indebtedness of the two countries. Another 

^ When* the rate of exchginge moVes towards export point it is 
spoken of as^an unfavourable exchange; Vhen it moves towards 
import point it is termed a favourable jiixchange* ^ 
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important cause lies in changes in »fche relEHtive value ‘ 

*- of money, that is, in j^he rate, of teterest. Suppose^^,.,X||^ ! 
for ikstance, fhat ovting to a trade revival in Bris^^H - 

* the deCaand for logins becomes keen, and the.^rate of • 

interest rises, ^ 6 per cent ; 'while in Lcjtndon, where * I 

trade is stagnant, it remains at 2 per cent It i^ill, f 

then, be profitable for a London capitalist to call in f 

the money which he has lent out at 2 per cent, to 
buy with it a money oisder on Bristol, and to send 
the xtrder to Bristol for encasEment and investment 
at '& per cent. Such an increased demand in London 
for money orders on Bristol, as we have already 
explained, will be met by an increase in the price 
of these orders, or, in other words, by a rise in the 
rate of exchange. If the» ^ade revival in Bristol ir 
but afsmSil afiaiu, it may be that the increased supply 
of credit in Bristol (causing a rise in prices) coupled 
with a withdrawal of credit in London (causing a faU 
in prices) will act fa the manner already described, 
an(|^ will catose the relative appreciation in the 
Bristol rateT>f interest to disappear, and the rate of 
exchange to veer in the opposite direction without 
the necessity Jor shipping gold having arisen. But 
» although there was ilb actual movement of gold there 
was, nevertheless, a tendency towards movement, and 
this tendency wfjjS shown 1^ the variations in .Ihe 
rate of*exchange. Th^ rate of exchange is, ifi ISct, 
a pointer showing the direction in whigk the gold 
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current tends to oet, and the changes in this gold 
sOTrrent are the immediate cai^es of changes in the 
rale of exchange. ^ Changes in the rate of exchange 
^ are sojsietimes spoken of as thli causes of^a con- 
traction of credit or other similar mo; 5 rement ; but 
strictly speaking it is the change in the gold current, 
of which the change in the rate of exchange is only 
a sign, which is the true cause. A ipan may say that 
he took out his umbrella because thie barometer was 
felling, but the real " cause of his caution was the 
presence of a cyclonic disturbance. Similarly the 
bill-broker may say that he raised his rates because 
the exchange was falling, but the real cause of his 
action was the unfavourabl6»set^f the gold cmTent. 
"it would, of course, be mrre pedantry to object to 
such statements -as these, or to try -to StoM •the 
slight fallacy which they involTe by 'means of some 
cumbrous circumlocution, but it is, nevertheless, 
sometimes advantageous, when studying the complex 
phenomena of the money market, to remember ^hat 
the rate of exchange is essentially an effect and not 
a cause. 

Up to this point we have supposed that both 
London and Bristol have refrained Srom venturing 
upon any unorthodox expedients, and have relied 
upon gold as the sole medium for paying debts 
wlfficlfer at home or abroad, ji But now suppose tb@t 
the BristojlL corporation, being in want of money. 
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decides to employ tli| device so well kndwn to the 
South American Republics, ±he|device of issuiM><«'^ 
pape^ money! It therefore prints a large numl^ 
of piet^s of paper, each with an elaborate, device 
declaring th^ri^it is worth (say) £1, and,e*iacts that* 
every citizen of Bristol having a debt of £1 to gpay 
shall be entitled to discharge h im self by handing one 
of these notes 1»p his creditor. The corporation, we 
will suppose, is £1,000,000 in debt, and it now dis- 
charges this debt by printing* one million £1 notes 
and by using them to pay off its creditor^. As a 
result of this payment it is obvious that one million 
£1 notes have been added to the circulation of the 
city, over and above all the gold that was in use 
before. But since them^is no sudden increase OT 
trade to®iveq«dra this great addition to the medium 
of exchange, the greater part of the new notes, or of 
the gold which they have displaced, will flow into 
the cofiers of the«banks, and will swell their cash 
bajgnttea ; &r the notes, being good for all payments 
in Bristol, -are practically as good as gold to the 
banks, and are therefore included in the term “cash.” 

From this expansion of the supply of currency 
follow important c&nsequences. The cash balanees 
as we have already s^n, are the basis upon which 
the bankers givq loans, and an increase in the cash 
];^ances means, there|>re, an increase of leahS. ^ut 
m increase of loans, again, means a rige of prices, ^ 
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and a rise fef prices in Bristol i leans that people will 
sheave off buying ir^, Bristol an<^will begin to buy in 
j^iftdon instead. l%e citizens of BristcJl, in ord^ to 
pay for .their increased purchases fn London, yill buy 
* money ordesg at the Bristol post office^ ^d will send 
them to their creditors to ca^ at the London post 
office. Thus the cash balance of the post office at 
Bristol will increase, and in London |t will diminish, 
until finally it will be nece^ary for the post office 
to send gold from BriStol to London. The effect of 
this, as liias already been explained, is to lower prices 
in IBristol, and raise them in London, and so the 
effect of the issue of paper money by the Bristol 
corporation may be altogether compensated by the 
illovement of gold from Bmstol to London. But if 
the corporation, pleased at having disoovefed «uch 
an easy way of paying its debts, continues to make 
issues of paper money, each fresh issue will be 
followed by an outflow of gold from Bristol to 
London until the money in use at Bristol cowe^^to 
consist almost entirely of notes. As a consequence 
of this, the payments made to the post office in the 
purchase of money orders on London will be com- 
posed less and less of gold and'taore and more of 
notes. But it is gold which 'the post office wants, 
for the notes are of no use for export, as nobody in 
Londmf would think of itaking them in payment o£ 
debts. The Bristol post office cannot, however, insist 
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on being paid for it?| money ord^-s in gdld, for the 
notes are legal tenden in Bristol ?|nd are a sufficiei^ 
disciiarge for any debt. It wih be impossibleXo 
continue 4;he sale of money orders on London at all, 
unless somes.H?eans is devised of putting^e London % 
branch in funds and* so enabling it to pay tljese 
orders when presented. It is necessary, therefore, 
to devise somf> way of filling the coffers of the 
London branch, other »than that of sending gold. 
The obvious plan is for the Eristol branch to use 
some of its superabundant notes in buyiiig large 
quantities of (say) coal in Bristol, and to send this 
to London where it could be sold and the proceeds 
paid into the depteted* balances of the post office 
there. Whether this wasMone directly by the posT 
ofl&cs ofiffcials themselves, or indu’ectly by agents, the 
incidental expenses of commission and insurance, 
freight, etc., would be considerably more than the 
expenses of sending an equivalent value in gold, and 
thqJBostol branch will therefore have to charge more 
for money erders, the sale of which necessitates such 
expenses, than it did for money orders the sale of 
which merely^ involved the shipment of gold. But, 
in addition to all this, the Bristol branch has also^to 
recoup itself for the l»ss caused by buying coal in 
Bristol, where prices are high (owing to the issues 
jjf paper money), and ^sellin^in London, wheJ^'cSPal 
is i-elatively cheap. Suppose, for instange, that coal 
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is selling for 22sS per ton im Bristol, and 20s. in 
sXondon, and that tfie expenses^ of shipment amount 
per ton. It mllows that the Bristol post office, 
in order to realise 20s. in London, ‘itnust be 4 )r!j|)ared 
to spend S8&, in Bristol. Therefore it ‘'cannot afford 
to sell a 20s. money order, on'London for less than 
23s. That is to say, the rate of exchange which, 
while therorwas gold available for e:?lport, could not 
rise above the “export poinfc” of £1 Os. 34, has now 
risen to £1 3s. 04. And this is»by no means the 
limit, the issues of paper money were to be 
continued the price of coal might rise to 408. in 
Bristol as against 20s. in London, and in that case 
(supposing that coal was the »anost convenient article 
■gf export) tfie exchang4;«would stand at £2 Is. 
"When a country is suffering from an ®ver^issi»e»of 
paper money, its exchange will depend upon the 
price which its principal exports fetch in gold in 
foreign markets as compared with the price which 
they fetch in paper in the home market 
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THE FOREIGN EXOHAN^ AND THE HYDRAOTIC 
MODEL 

Remembering that Jhe phenomena which we have 
outlined in the lasst chapter, upon the hypothesis of 
two isolated towns using gold coins of the same kind, 
are to be found occu^-ring in an exactly s im ilar way 
in the case of two countries using gold coins of 
different kinds, we*are»now in a position to extend 



our hydraulic model sen, as to illustrate the subject of 
the foreign exchanges. For this purpose suppose 
that we have aifother cylitfcjer coni}ject«d'Srith 
^ See Eig. 2. 
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OTir formeif' cylinder by a meti ,1 tube, and suppose 
^at in this tube tbjire is a ol6Sfci.y fitting piston-head 
^S^which slides albng a wire passing’ througjf its 
centre. On either side of the pistdn-head s^ii^s are 
^ fixed in suak>a way that when no othei^ fjpfces are at 
wor|^ the piston-head will^reifiain at its position of 
equilibrium mid- way between the two cylindere, and 
will tend tp return to that position iiirhen displaced. 
That position represents the* Mint par of exchange, 
and the movements of E represent the movements 
of the rate of exchange between the two countries 
represented by the two cylinders. The points G- and 
G' represent the “ gold points, ’ for when the piston- 
head E, under pressure fijom ^he water in the 
blinder AB, reaches G', Water fiows freely into the 
cylinder A'E. Similarly when E reaches 'G Tsater 
flows freely from A' S' into AB, just as gold begins 
to flow when the exchange reaches gold point. The 
strength of the springs 2>' and jDrrepresents the ex- 
penses of shipping any given quantity (j? gol^^from 
AB to A'E, and fr’om A'B' to AB respectively. /Yhe 
two springs will probably be equal in strength, but it 
might be conveniSnt, under certain circumstances, to 
consider one as being stronger •'than*^ the other in 
order to represent hindrances' placed in the way of 
the free export of gold, e.g. by the German Reichs- 
banfe. ‘r , , " •' " ^ 

Our second cylinder must ^be srfpposed fitted 
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with credit bag, piste |i-head and tae other appurten- 
ances which described in deali% with one cylindep^ 

only;\^ut it will convenient, just for the momentfto 

strip ourli!;wdel of all its complications, and^to consider ^ 
two plain )^lmders filled with water actf'^^connected 
by a tube. If, now, we j-'emember that the area of 
the end of the cylindei'" represents the volume of 
trade, that the water represents gold, a»d that the 
height of the water r^reseqts prices, we have at 
once a material illastration of two important truths. 
Firstly, that where credit is undeveloped, the supply 
of gold is shared betr^en different countries in pro- 
portion to the volume of their trade. Secondly, that 
when gold flows freelj* between two, countries, the 
level oi^ prices in those** countries tends to be the* 
sam3. The ^oM-standard countries of the world may 
be considered as a set of such, cylinders of various 
and varying sizes, and all connected with each other 
either directly of indirectly. Into some of these 
cyHsRters i^he gold-producing countries) water is 
being con^nuously pumped in, and flows from them 
to all the other cylinders. But, since even water 
does not find, its level immediately, the level of the 
water will be higher in the former cylinders thafi in 
the latter ; that is, the'general level of prices will be 
highen in the g^ld-producjpg countries than in the 
-purely gold-consiiming couuftries, and pieces lyiff be 
IdVrest in those countries which have the least efficient 
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means of communication witij* the gold-producing 
‘^^’^QTmtries. f 

^Now, to return to the consideration of o^ two 
cylinders equipped with all the appurtepanp<fs ^ready 
described, T®t us trace the chjanges whidSJi will take 
place in the whole system 'when any one of the parts 
is displaced from its position of equilibrium. First, 
suppose a Sudden inflation of the credit bag O. As 
a consequence of this inflation the level of the water 
in the cylinder AB will rise, and the strain on the 
spring S will be relaxed. Owing to the rise in the 
level of the water the pressuife on this side of the 
piston-head E will be greater than the pressure on 
the other sid^ The pisto-n-'heaa E will, therefore, 
move towards the cylind'e? A'B'. This uyjvement 
will cause the water to rise in the cySndfer A'B'^ dhd 
will so relieve somewhat the diflerential pressure | 

which is the causfe of the movement itself. In ! 

addition to this there will be sonde slight resistance | 

ofiered by the spring E'. But if the inflEtion c:!i^he I 

bag C be great enough the piston-heacTj^ will be | 

driven as far as G\ When it reaches this point there I 

is free communication between the cjflinders, water I 

will rapidly flow tlirough from A'B until the level of '% 

the water is the same in both cylinders, and the i 

piston head E, under thq. pressure of the spr^g E', I 

wilT move'" back to its fbrmer centrjil position. Thew.. 
final result of the change is that the credit-bag O'is 
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larger, the level of the water in' both cylinders is 
higher, and there is less strain -on the springs S and S'. - 
Traa^ting tfitese c^hanges from their mechanical hfto 
their mo^^y-market form we get the following series 
of events :^Ah inflation of credit in the cSlintry AB 
leads to a rise of prices and a fall of the rate of 
discount. This rise of p'^ces, combined with a well- 
supplied money^arket, favours an outward flow of 
gold and an unfavourabre movement of the exchange. 
The inflation of credit, however, still continues until 
finally the exchange reaches export point and gold is 
sent in large quantities to the country A'B'. As a 
consequence of this theWte of discount in A'B' falls 
and prices rise until theflate of exchange begins to 
return to its former levd.^ 

-AsiotSer 4nteresting series of (flianges occurs in 
consequence of a sudden collapse of the credit-bag. 
Suppose that the credit-bag expands greatly. 
Then, as before, the level of the water in AB will 
rise^^e stmin on the spring /S' wiU be somewhat 
TBlaxet^iid' the piston-head will move towards G'. 
If, now, the cre(lit-bag C collapses there will be a 
great fall in the level of the water in AB, and a 
sudden increase of strain on the spring 8; E will be 
forced violently back fifOm the neighbourhood of G' 
until it reaches G^, and water will begin to flow into 
j^e cylinder AB. _ That is tVsay, a sudden afflapse 
of -credit will produce d marked fall of prices and a 
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great stringency in' the money-?; aarket ; the exchange 
move rapidly to import point, and gold will flow 
irao the country. Such a series gf events warmest 
^ dramaticallyillustratedhy the American crg^s of 1907. 

We mS|^ow proceed to add fiirfcher' complications 
to our model in order to sjjow the effects of the issue 
of inconvertible paper cuifency. For this purpose 
suppose that the tube shown as coiCaecting the two 
cylinders is prolonged into the cylinder A'H', and 
that the portion of the tube which lies within this 
cylinder is of a semi-permeable nature, so that it will 
allow water to pass through fr§ely but will oppose an 
absolute barrier to the pasg'lge of gelatinous fluida 
Suppose, then, that we talai flome gelatinous fluid (of 
''the same specific gravity i£ water) and pump it into 
the cylinder AH -by means of a puiap (which is'aiot 
shown on the diagram). This will cause the piston- 
head P to rise and the piston-head P to move 
towards G'. If more of the gelatinous fluid be 
pumped into AB these movements will cog^nue 
until finally the piston-head P will regSTtr', aflu"^ 
water will begin to flow through the semi-permeable 
membrane into the cylinder A'B'. Thus the differ- 
ential pressure on P wiU be removed and the piston- 
head will move slowly back* to its central position. 
This process we must imagine to l^e repeated again 
ancl again until finally aU the water has been driv^ 
out of AB and the cylinder is full of the gelatineus 
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fluid, which cannot f scape into JL'jR owing to the 
semi-permeable membrane. ^ When this state of 
affairs has been ^rrived at, it is obvious that by 
* pumpibg^ip more and more of the fluid the piston- 
head E wil^be? driven past G', and that, by bontiauing 
to pump, the piston-head R may be forced up topny 
desired height. 1 

This forcing "^nto the/cylinder of a fluid which is 
unable to flow out again presents a very close 
analogy to the issue of paper money. Following out 
the movements which we have described as, taking 
place on the model, see that an issue of paper 
money is followed by byise of prices, a fall in the 
rate of discount, aiM an* Unfavourable movement of 
the exchange. The issite of more paper vrill be 
followed by an outflow of gold which will temporarily 
relieve the pressure, and so cause a recovery of the 
exchange and a fall of prices. Repeated fresh issues 
of paper will cause> more and more gold to be ex- 
portg^ until* finally the time will come when there 
■ tvsB r ’ fl5- j.;y> more gold available for export. The 
export of gold, as we have seen, has two main results; 
it reduces the level of prices, and It prevents the 
exchange from’fallii% below export point. If, theli, 
the possibility of exporting gold be taken away, it 
follows that the exchange may become indefinitely 
unfavourable, andi that the level of prices maj rBie 
to any height. ^ 


B? 





CHAPTER VI. 

*> 'I 

THE BHiL OP 'exchange 

The subject of the foreign exchanges deals in 
the main with the manufec^re and sale of bills 
of exchange. But these jp^/aluable instruments of 
modem comqpierce are oft'isse riot only to enable a 
debtor to pay a creditor tiding in a foreign country, 
but also to smooth over the difficirity “arising? from 
the fact that a feller usually wants immediate 
payment, whilst the buyer usually wants to defer 
payment until he has marketed -the goods which he 
has bought. In order to evade this latter di^cnlty 
the bill of exchange is largely used in'^lmeffiai -ss* 
well as in external trade. As an illustration of its 
use for this purpose let us suppose that A has sold 
corn to B to the value of £l,6l0. B says that he 
cannot pay for the com until he has resold at any 
rate a portion of it; A,, on the conj;rary, wishes to be 
paid "at 'once. He therefore draws on J5 a bill .|jf 
exchange to the following effect, • 
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£1,010 


IboNBON, 

. September 28, 1909. 

Tl^ee montl^ after date pay to A or order the 
of one thousand and ten pounds, for value, 
re(&ivSd. 


ToH. 


(Signed) A*. 


and sends the* doeumeat to B. B on «eceiving it 
writes across the fach "accepted” (signed) “H”; 
thereby signifying that he isViUing to comply with 
A’s order to pay £1,010 three months ahead, and 
then returns the document to A. A, if he does not 
wish to wait for three^onths and then get the Ml 
face value from .^|ke the bill to.his banker €, 

and sell the bill to hira»'ior a less sum “ down.” In^ 
sush caiSe he i^ said to “discount” the biir. If the 
sum which A’s banker pays for the bill is £1,000, and 
if at the end of the three montli&he presents the bill 
to J5, and recovers from him £1,010, the essence of 
the^ransa#tion obviously is that the banker has 
— skS3!SS!3H£10 (1) for a loan to A of £1,000 for three 
months, (2) for the risk of not being able to recover 

^ A is known as tho drawer of the hill, B is known as the drawee | 
but after “ accepting ” the hil he is known as the acceptor. If A 
discounts the bill with C, C becomes the holder of the bill. If 0 
signs his name on th^ back of the hill, and transfers the bilj^tb p, D 
^ becomes the holder, apd O becomes an indorser, and is* liable to pay 
I>iif B fails to do so. ^ 
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the money from JS, and (3) fon certain other risks 
which we shall explainJater. this rate of £10 for 
£1,000 for three months, or rathei^ its equivalent of 
,4 per cent, per annum, is said to be thei^ rg^Ce of 
discount ]^id by A. It is obvious tha^ this rate 
must depend largely on the demand for such loans 
and the supply of money t* satisfy them. If many 
people waet to borrow moi:®y by discounting bills, 
the rate of discount wiU go u-^; if money is abundant, 
it will go down. But the rate must also depend on 
the financial position of B. If H is a man of straw 
and likely to become a bankru^ at any moment, the 
banker must charge very hi|^y against the risk of 
_^not being able^to recover jpu# the 'bill when the time 
of payment arrives. In ift normal, or perhaps it 
would be more cerrect to say, in its, origin^.! t)sm, 
the bill of exchange is drawn against merchandise of 
some sort or another which has been sold to the 
acceptor. But in many cases the negotiation of a 
bni is merely a device for obtaining a lo^. ^Q[gs if 
A wishes to borrow from his banker he nassy't^jrvt— 
bill on jB as if in the course of a genuine transaction 
of sale, and bring it to his banker for discount, 
subsequently arranging with B hs to*how payment 
shall be made when the bill matures. Such “accom- 
modation bills” or “finance bills ” are outwardly just 
the" sained bills which 'are based oh an actual sale. 
The wording of a “produce bfll” is'exactly the same ' 
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as the wording of a finance bill and each contains 
references to value received. The only difference is 
that 'in**the one case the consideration is genuine, in 
* the other -At i« fictitious ; but this differei^e does not' 
appear upon the face of the bill, and it is therefore 
very difficult to know to "which class any particular 
bill belongs. When, tbiferefore, the banl^r is asked 
to discount a bill, it is not so much the nature of the 
bill to which he attends as tlJe financial position of 
the drawer or acceptor. If the person who has 
undertaken the responsibility of paying the bill of 
exchange, that is tH:^^ acceptor, is a man of well- 
known probity and ana^e resources, the banker will 
be willmg to make a v^'y small chaiige, or even no^ 
chg^e at all, for the risk of being met by a refusal 
to pay when tlie bill faUs due. It has become the 
custom, therefore, for persons who wish to discount 
bills to pay a small commission in order to induce 
some firm j^f very high reputation to accept the bill, 
.,__aBd^5>Aa,enable them to discount it at a lower rate. 
Or the same effect may be obtained by paying some 
such firm to “indorse” the bill sifter it has been 
already accepted. AThe effect of the indorsement is 
that in the event of thg acceptor failing to pay when 
the bill falls due, the indorsing firm Will have to pay 
instead The fiums who tha% trade upon t}iei?» good 
name by accepting and indorsing bills are known as 
“acpepting houses.” They are the outposts of our 



» 64 




Z’ 


CASH Aip) CR|]DIT 

system of credit, for it is, to a great extent, the 
accepting- houses which hare to decide to whom and 
how far credit is to be given. Within re^onable 
“limits a ba^er will discount any bill E^c^ted by a 
reputable accepting house, and'therefore in the case 
of loans attempted to be raised by means of dis- 
counting b^s, it is in effect t|ie accepting house and 
not the banker who decides ^whether the loan shall 
be granted or not. If^the accepting houses are too 
prodigal with their signatures the*banks may easily 
be led into giving more loans than they are strictly 
justified in doing‘. This po^er in the accepting 
house to make effective a ^mand for loans which 
■otherwise might be ineffecw.a'l will require notice in 
connection with the subject of the foreign exchangees. 
Besides the accepting house and the* bmiker, there 
are two other institutions which must be mentioned 
in dealing with bills of exchange. These are the biU 
broker and the discount house. * The bill broker, 
speaking generally, is a firm or an indivi^jflaJSSsig.^ 
buys, or, in other words, discounts bills, not in order 
to hold them until they mature, as do the bankers, 
but in order to resell them at ^ profit The dis- 

^ It is said that the London banh^ are gradually absorbing the 
business of acceptance themselves. If the banks conduct this business 
with as^muoh prudence as the accepting houses, the change is a 
desirable onl^, for thus the machinery of credit will become more 
coherent and better organised. See Wifflaers, l%e Meaning of Mongy^ ^ 
p. 163. 
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counting of bills is a busine® which requires an 
enormous amount of special knowledge regarding the 
financial status of> drawers and acceptors ; and this 
knowledge, to be of any use, must always be kept up 
to date. TheTbankers,^ therefore, may prefer to leave 
all these special investigations to the bill brokerj|,and 
to buy bills ouijjOf the bill broker’s stock. The bill 
broker always keeps a sf lection of bills inuetock, and 
so, by going to him, the banks are able to get just 
that kind of bill which they require, in addition to 
obtaining the advantage of his special knqwledge. 
In order to provide a good choice for his customers, 
the bill broker must afi^ays have a number of bills 
unsold, and this reljuires certain amount of capital. 
This capital the bill broker as a rule'’gets from the 
banks in the form of loans from day to day or for 
periods not usually exceeding a week. The rate at 
which such loans are given by bankers to bill brokers 
or to discount houses is technically spoken of as the 
“ rate for money.” 

■’"Tffie^ discoxmt houses” are firms which have 
passed beyond the stage of buying bills merely in 
order to rediscount them with a banker. Such firms, 
indeed, are not above selling bills to a bank, but a 
considerable portion ofi their stock they have bought 
as investments, and intend to keep until the bills 
mature. The lousiness of a discount heuse^ it is 
obvious, must requirfe a considerable amount of 
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capital ; muchi more than that of the bill broker, for 
instance, for the biE broker only keeps a small stock 
of bills 'in hand. The discount (ihouse ob|ains its 
capital not only, like the bill broker, by borrowing 
from the*l)anks, but also by^ offering a small per- 
centage to any person who will deposit money with 
them. But though in this way t|^ey manage to 
acquire lafge sums on deposit they do, nevertheless, 
rely upon the banks, to supply a considerable pro- 
portion of their capital requirements. 

We Jbave now followed the bill of exchange 
through the earlier stages of its history. We have 
seen how the man who wa^cs payment for goods 
which he has sold, or the who'Tias not sold goods 
*^ut would like payment all*the same, may attain his 
object through the medium of a ME off exchao|:e ; 
how the signature of some great accepting house 
converts this bill into a valuable security on which 
money may be borrowed ; and how the holder of the 
bill may sell it to a discount house, o* t o aj.bil l 
broker who will resell it to a banker. It rdffiains' td' 
consider the position of the bill of exchange when it 
has reached a pl^e of rest in the banker’s portfolio. 
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«CHAPTEE VII 

A BANKING BALAN^B-SHBBT 


In a previous chapter we set out a hanking 
balance-sheet in its most simplified form. But this 
form, though useful for the purposes of theoretical 
illustration, is too absfitect to be applied to the 
actual facts of the money market, and we will there- 
fore” give a ^laCe to more technical distinctions and 
expand the balance-sheet as folloyrs : — 

liiabilities £«• Assets £ 

Deposits of ^ Cash in hand and at 

^h;:4^mers 20,000,000 Bank of England 4,000,000 

Loans at call and at 


H m 

3 

^20,000,000 


short notice ... 2,000,000 

Bills discounted and 

advances ... 12,000,000 

Investments ... 2,000,000 

;g20, 000,000 


'Such a specimen as “this will enable us to explain 
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the most essential features of the balance-sheet of 
a London bank. The ‘*>depo8its of customers ” as was 
explained in our first chapter, do® not con^t only, 
as is often^supposed, of savings temporarily intrusted 
to the bailk by its customers. , Some portion of this 
item, no doubt, does represent savings, but the larger 
part represents sums which have bjjisen lent by the 
bank to it® customers in the fonm of book credits. 

Next, turning to ^the “assets” side, we find the 
item “ Cash in hand and at Bank of England.” “Cash 
in hand.” stands for the till-money which every banker 
keeps by him for the ordinary business of the day 
and that portion of his surplus gold which the banker 
chooses to put in his own bands, “ “ Cash at the Bank 
of England” represents m§ney which is not needed 
for the ordinary* business of the day -^and also a 
reserve of cash for the time of crisis when there may 
arise a run upon tlie bank. “ Cash in hand and at 
Bank of England” as a whole may be described as 
the banker’s “first line of defence,” forcif there is 
any run upon the bank the banker will nalurSHy 
satisfy the first applicants for payment by means of 
his till money and by drawing out his balance from 
the Bank of England. His secbnd ifne of defence 
consists of “Loans at call and at short notice”; 
that is, money lent by the bank to bill-brokers and 
discoSnt “houses, both'of these in^itutions, as we ^ 
have already explained, being* dependent upon loasis 
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from the banks in ojrder to provide themselves with 
woi'king ,capital. These loans they obtain at a very 
cheap raie, partly because they offer excellent se- 
curity, and partly because they agree to r^^ay the 
money lent either immediately they are asked to do 
so (in which case the loan Is said to be at caU),or 
else a few days after having been given warning (in 
which case the loan is said to be at short notice). To 
the banker the great point about these loans is that 
the money lent caff be got in immediately or, at 
worst, after a few days, and so is available to» meet 
sudden demands. But owing to the low rate of 
interest obtainable on such loans, he cannot afford 
to use more than a certain proportion of his money 
in this way, and is compelled, by motives of self- 
interSSt, to Search out methods for its more re- 
munerative employment. These methods are repre- 
sented by the next item in our balance-sheet, viz. 
“ Bills discounted aifd advancea” It is obvious that 
good bills ofbxchange form almost ideal investments 
for a banker, for they generally afford excellent 
security and, when the date for p^ment arrives, 
realise themsejlyes yfithout any possibility of de- 
preciation. There are, in fact, only two points 6f 
*, uncertainty. It may htJppen, as already suggested, 
^ ttot all ihe parties to the bUJ will be unable to meet 
^ ’ti]||ir obligationa ^,It may hapi)en, also, that'la jffess- 

ing* demand for cash will arise which will compel the 
• # 
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banker, after exhausting the r^ource of calling in 
loans, to seE the bEl at a loss^ But if one. at least 
of the parties to the bill remairl solvent s&d if the 
banker afford to wait untE the bUl matures, there 
is no possibiEty of loss through depreciation as there 
is io the case of stocks aM shares. 

Last of aU upon the “assets” side of our balance- 
sheet co!ttes the item “Investments,” denoting that 
the banker has put^some of his money into stocks 
and shares. Since the returns obtained by investing 
money, even in the soundest of securities, such as 
Consols, compare favourably with the returns to be 
got by discounting bills, and ar|i, moreover, obtain- 
able without^iny of the wopfy involved in the choosing 
and constant renewing of suitable bills, it may seem 
surprising that the banker does not giveu^ discoanting 
altogether and put the money into gilt-edged securities 
instead. The explanation of the large sums which 
the banker, in fact, keeps invested in bEls, lies in his 
desire for so-caUed Equid assets. Som8 portion of 
the stock of MEs which he holds will probably mature 
every day, and^so turn itself into money which the 
banker may either keep as mon^ or r^-invest in bills. 
Cfonsols, on the other hand, do not become periodically 

^ the second of th% t^o risks referral^ to in our last chapter, 

against -which the banker must insure ^imsei€ by an increased ra^e 
discount, i,e. by lowering the price which he gives for the bill. 
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redeemable at par. j If the banker* is obliged to sell 
Consols in order t| satisfy some passing need for 
^ ready mkaey, he m.4y have to sell at a loss, end he 
certainly will have to pay a commission to his broker. 
He prefers, therefore, to keep a large stocE’^of bills, 
which enables him to meet temporary fluctuations in 
the demand for c^ish in a convenient and inexpensive 
way. Hence it is that “investments” do aot form 
a larger proportion of the banker’s assets. 

Looking at the balance-sheet as a whole the most 
important point for notice is the proportion of 
“deposits of customers” to “cash in hand and at 
the Bank of England.” The former item represents 
the largest amount^which the bank could possibly 
be required to pay to its cSstomers; thelatter repre- 
sents-4he amount immediately available to meet such 
a requirement; and the proportion between them 
represents the strength of the t&jik’s position. It 
is, therefore, important for the banker to be able 
to show a fair proportion of cash to liabilities when 
he brings his balance-sheet before the public; and it 
is generally supposed that in order to be able to do 
this he calls in some of his loans jtist before the 
arrival of the Hate 7)f publication. By calling in 
loans he diminishes “deposits of customers,” or in- 
creases “ cash,” or both, and so gives to his statement 
- a n appearance of praiseworthy ■prudence and saodsra- 
tioB. This allegation is supported by two facts; first, 
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that at the end of every mon%^ and of every half 
year there is a relative ^fficulty in obtaining loans; 
second; that the banks do not|;refute th^r critics, 
as they mght easily do, by publishing their average 
positio^’^ throughout the njonth, instead of their 
position on one day ordy. 

Up to this point we have treaty of the relations 
of banks?- to their customers. We must now consider 
the relations of the|e banks amongst themselves. If 
at the end of any one day, as the result of transactions 
between their customers, there were due £1000 from 
Parr’s bank to Lloyd’s, £1000 from Lloyd’s to Barclay 
& Co., and £1000 from Barclay & Co. to Parr’s, and 
if there were no concerteduactidh between the three 
banks, such "a state of afK.irs would involve the send- 
ing of three messengers, each carrying £^1000 ipvnotes 
or gold, between one bank and another. But if, in 
pursuance of a cmutual agreement, representatives 
of the three banks were to meet and cancel the 
liabilities of their respective banks onp against the 
other, it would be found, under the circumstances 
described, that no payments at aU were necessary, 
and much trouble and expense would be saved. 
Such an arrangement has in fact Taeen made, and 
all the principal London banks belong to a “clearing 
house” to which all cheques received by them are 

^ A number of the principal London^ oanks publish month 
balance sheets. V ^ 
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sent daily. Also, “clearing^ banker and the 
clearing-house itselif has an account at the Bank of 
England. By this Wans it is possible to settle their 
mutual liabilities simply by means of transf^ in the 
books of the Bank of, England. By meanf of this 
system the banks are relieved of the expense of 
keeping an idle balance of notes to meet the 
“charges” of other banks, and also of thS trouble 
of constantly sending notes or ^old to those banks 
to which they are in debt. Of course the clearing 
bankers are not entirely relieved of all necessity to 
keep a balance for the requirements of a settlement 
amongst themselves. They do keep a balance, as 
stated above, at tlie ba?ik of England for tlus and 
other purposes, and this balance is alleged to amount 
to a s»inimu*tt csf twenty million sterling. 

As a result of our examination of a typical bank- 
ing balance-sheet we see that bankWs occupy a unique 
position in the commercial system, for they provide 
the credit \^ch is a raw material for every industry. 
By their loans to bill-brokers and to discount-houses 
they determine the “rate for money,” and so in- 
directly the rate of ^discount. They'also aflFect the 
rate of discouni; directly by discounting bills them- 
selves; and it is probaHe that they will pursue this 
branch of their business to a far greater extent in 
Jihe futmre. By their loans to members of the SSock 
Bxshange, again, Ihe banker can affect the course 
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of speculation ari3 the price ofi stocks and shares. 
But all these activities pale bei^jre the importance 
of the 'banker’s greatest functiojji, the economising 
of gold, whereby industry has been released from its 
fetters metal and allowed to expaisd freely within 
the almost boundless limits of an elastic system of 
credit. . 
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CHAPTFE VIII 

THE FOREIGN EXCHANGES IN PRACS'ICE 

In this chapter we purpose to treat of the nature 
of the exchange between a gold-using country and 
(1) another gold-using country, (2) a silver-using 
country, (3) a country with an inconvertible paper 
currency, and (4) a country which maintains a “gold 
exchange standard.” * r 

Firstly, then, as to the exchange between two 
gol(Pusing'cou'litries, that is, between two countries 
having gold as their standard of value and medium 
of exchange. As an example of' this case we may 
take the exchange between England and France. 
The forei^ bUl of exchange is the means whereby 
one nation discharges its indebtedness to another. 
When A, resident in London, wishes to pay a debt 
due to B, alsp resident in London, he sends to B 
a cheque, that is to say, an order to a London banker 
to pay a certain sum 'to B. When A, resident in 
London, wishes to pay a dpbt due to <7, resident in 
Paris, he sends th^C a bill on Paris, that is to say, an 
or&er to some person resident in Paris to pay a certain 
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sum to O. In order to do this j4|jWill be obliged to 
have rec|)urse to some person whc .has biUs op Paris 
for sale. The great market for foreign bills is the 
Eoyal ES^hange, where the exchangec>brokers meet 
every week on Tuesdays and Thursdays. It is the 
intefuction of supply and demand in this market 
which determines the rate at whichf A will be able 
to buy his bill ; and supply and demand, again, are 
determined by certain causes which we shall now 
attempt to analyse. Since the majority of bills are 
di-awn" against consignments of merchandise, the 
supply of bills on France must depend largely upon 
the value of the goods lately sgld by England to 
France ; but to this amourjjfmust be added the bills 
drawn against “invisible exports” of services, for 
which France is i'ndebted to England 'undfer the'head 
of freight, insurance and all manner of charges by 
way of commissionr On the other hand, the demand 
for bills on France is chiefly due 'to those who have 
debts to pay in France, and will therefore depend 
largely upon the value of the merchandise lately sold 
by France to I^igland If, then, the state of trade 
between the two countries is sucii that England owes 
just as much to France as France does to England, 
the demand for, and supply bf, biUs on France will 
be exactly equal, and the exchange will be jat par, 
i.e. about 26 '22 fi’ancs." Such a state of things can 
seldom occur, and it will generally happen that the 
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balance of trade igjin favour of one country or another. 
Suppose that th^ balance of trade is inlfavour of 
France, i.e. that England has lately been buying 
more from Prance tjhan France has bfeen buying 
from England. In such ,case many English mer- 
chants wiU h^ve debts to pay in Prance anS the 
demand for bills on France will be kee*. On the 
other hand, since the consi^ments of goods to 
France have beep comparatively small, fewer bills 
have been drawn and the supply of bills on France 
will be restricted. Hence, when the supply of trade 
bills has been bought up there will still be a de- 
mand for more, and t^is demand may be satisfied 
through the agency of (the “ foreign “tenker.” The 
foreign b^ker is one who has agents in the principal 
monetary cenires, and who will draw bills on these 
agents and sell the bills to any*iger8on who requires 
them. When he sells such biUs the foreign banker 
imposes upon his agents the liability of meeting the 
bills, and\e is therefore obliged to make arrange- 
ments for re-imbursing to his agents the amount 
which they have paid out to the headers of the bills. 
How is he to^ do tSiis? A shipment of gold is the 
obvious solution, but tWs is an expensive transaction, 
and in practice it is usual to btty up bills on those 
countries whose exchanges provide the beat 4erms, 
and to remit these bijls as cover for the liability of *" 
the agents. The foreign banker referred to might, 

* • s— 2 
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y and send these 


for instance, buy bills jon Gennaij ; 
bills to I^ris. The Paris branch Qould then gell the 
bills on (Jteraaany and thus obtain sufficient funds to 
meet the Dills drawn against it |3y the LSndon branch. 
It mi^ht be, however, thahthe demand of the foreign 
banker for bills on Germany and i^ther countries 
(other than France) would so raise their price or, 
in other words, would^so turn the exchanges of these 
countries against England* that i^ would be just as 
cheap tp ship gold as to send bills. There is, never- 
theless, another resource of which the bill-merchant 
may take advantage before he is compelled to resort 
to the shipment of gold, l^is resource is found in 
the so-called ‘International'*^ securities, such as bonds 
of the Italian, Egyptian, Russian and^ other go^m- 
ments which have a ready sale upon all the bourses 
of Europe. The bhl-merchant who has exhausted 
the possibilities of bills can fall Jback upon the ex- 
pedient of buying blocks of these secjprities and 
sending them to the agent or branch which is in 
need of money. The agent can then sell the securities 


^ It sliould be noted that when the^ balance of indebtedness 
between country A and country B is in favour ’bf JB, and the bill 
merchants of A fill up the gap by bu,img bills on country <7, and by 
sending them to J?, the effect of this is (1) as between A and C, to 
turn t^e exchange in favour of (2) as between B and C tOgfurn the 
exchange in favour of JB. Or, speaking mot’e generally, all the 
other exchanges will tend to become unSavouralile to A and favouraljie 
toJ?. 


■ VZ-V'-^'A . ■■ 





INTEElffA^IONAL SECURITIES 69 

• 

and so place Mmstif in funds. FiSially, it may happen 
that the increase|i purchases of these securities in 
England, and thenir increased sales in France, causes 
their price to rise in England and to fall in France 
to such an "extent that the bill-merchai5l will he 
driven to his last expedient, i.e. the shipment of 
gold. These t?;ansactions, whether the purchases and 
sales of bills and securities or the shipm^t of gold, 
all involve expense, and the person who applies to 
the foreign banker for the ISlls which necessitate 
such expenses must pay for the expenses as well 
as for the face value of the bill at the minf par of 
exchange. So long as bills on other countries are 
available at a reasonable price these expenses will 
be small, and the price,*of a bill on JFrance will be 
onl:j^ slightly above its face value at the mint par 
of exchange* when biUs are exhausted, and the 
foreign banker has recourse t» securities, expenses 
will rise somewhat, and with theha the price of bills 
on France. Finally, when gold has to be shipped, 
incidentaf expenses will be at their maximum, ex- 
change will be at export point and the price of bills 
at the corresponding level. Having studied the 
effects of the^relat^ve indebtedness of two countries 
upon their exchanges, we must now describe the 
effects of differences *n the value of money. But 
before starting upon this »ew topic, it will J^^eces- 
^ry to advert more j)articularly to the subject of • 
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the “long bill,” i.e. ss billVhich is payable in several 
months’ time, as opposed to the|“shoi‘t bill” or 
“ cheque which is payable imm^iiately. Ift A, a 
debtor living in London, wishes to pay his creditor 
jB, living % Paris, by means of a bill ©f exchange, 
he has two alternatives. ,He may either pay B by 
means of a cheque, or he may pay by pieans of a bill 
payable iu^(say) three months’ time. *If A pays by 
cheque, B will be able to cash the cheque immediately 
it arrives. If A pays by means of a ninety days’ bill, 
B will have to wait for his money for three months 
after the bill has reached him. Obviously, then, the 
face value of the ninety days’ bill must be larger than 
the face value of the cheque. But the question, How 
much larger? iscone which requires detailed discussion. 
To begin with, we have the equation: — 

Value of cheque to J3 = Value of nfiiety days’ 

♦ biUtoJB, 

since either might be sent to B in payment of the 
same debt. If B is paid by bill he will not only 
have to wait for his money (unless he discounts the 
biU), but he will also have to bear the risk of both 
the drawer and the acceptor failing before the date 
of payment arrives. Our equation, therefore, may 
be expanded as follows : — 

1 In its strict legal sense a cheque is a bill of exchange drawn upon 
a banker payable on dema^df But commer^cially a cheque is a 
bill payable on demand, no matter on w^om it may be drawn, ^ 
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Value of cheque to B = Face value of bill— interest 
for three mpnths at the Paris rate of discount 
— risk estimated in money. 

From our equation we see, then, that th# price of 
a long bill <iepend8 upon the sight ratej ^pon the 
rate of discount prevailing, in the country where the 
bill is payable, |ind upon the state of credit. • 
Having thus glanced at the problem o| the long 
bill and its price, we must return to our discussion of 
the effect which the value of*money has upon the 
sight rate. Tins effect is produced through the action 
of those who invest their money in long Bills on 
different countries, and choose the bills of those 
countries which •give the best return. The bills 
which give the best return are obviouaiy those drawn 
upo 4 th^ country where the rate of discount is 
highest ; for fhe rate of discount is simply a measure 
of this return. If the discount rate is higher in 
Berlin than in London, the Lbndon banker will 
prefer to invest in German rather than in English 
bills. Bu^ the purchase of long bills on Germany 
must be reckoned for in the balance of trade just 
as must the purchase of German thi’ee per cents, or 
of any other 43rernAn securities. The relative supe- 
riority of the Berlin ^rate of discount, by inducing 
capitalists in London to buy German long bills, will 
thus turn the balance of ti«,de in favour of G^^any, 
%nd the favourite b|ilance of trade, as has already - 
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been explained, wHl cause an in(|reased demand in 
England for short bills on Germany and so raise their 
price. Hius a rise in the Berlin l^nk-rate will tend 
to make fke foreign exchanges favourable to Germany. 

Of c(5tese such a means of influencing the ex- 
changes can only be a temporary expedient ; just 
as when a man who owes money to another induces 
him to e^end the time of re-payment by oflering to 
pay a higher rate of interest. The present stringency 
may be relieved, but'increased liabilities have been 
incurred for the future. If, when the biUs which 
England has bought fall due for payment, the balance 
of indebtedness is still against Germany, this deficit 
must be met by the shipment o| gold unless the 
Berlin rate of discount c^ be raised to a point 
which will induce England not only to renew the 
bills which are nlaturing but also to%uy”oth^ as 
well. If, on the other hand, when the biUs mature, 
Germany’s adverse 'balance of trade has disappeared, 
and the Berlin rate of discount is, nevertheless, main- 
tained at its relatively high level, it may b^ profitable 
for England to continue buying such bills. But 
since England has no balance of indebtedness in its 
favour it will have to buy the bills, it wishes to 
buy at all, by shipping gold. We see, then, that the 
attractiveness of long bills on^any country as invest- 
ments can be changed by changing the rate of discount 
in tharcbuntry, and th^ power of sq; "acting upon the 
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exchanges may be atilised for twd purposes. First, 
to make up for any merely temporary unfavourable 
balance of trade, and so to obviate the necessity for 
a constant ebb and flow of gold. Second, t^ attract 
gold to a country where it is required, ow&g to a 
sudden panic or some other cause quite apart from 
any consideratiqji of the balance of trade. * 



2. THE. SILVER EXCHANGES. 


The case of the exchange between a country 
where the legal tender is gold and a country where 
there is a free coinage of^legal tender silver, has now 
lost much of its importance. Until 'recent yeans 
Indi a. Janan and China were numbered amonpt the 
“ silver ” countries, but since the closing of the Indian 
mints to silver in 1893 and the "adoption of a gold 
standard by Japan Jn 1897, China remains the only 
important example of a silver-standard country. But 
since the exchange between England and In^a has 
long been a classical example with economists, we 
propose to illustrate this class of case.s with reference 
to the Indian ^change before 1893. 

The first point which we have to observe is, that 
between a gold- standard country and a silver-standard 
counti^ there cannot be any mint par of e xch^ ge. 
Tlje mint par of.exchpge, as already expl^m^, is 
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simply the physical relation which subsists between 
different weights of the same substance, and which 
cannot change unless*^ those wights are changed. 
There c^n be no such par between different weights 
of diffei%Bt substances. But there caie be, if we may 
so term it, a “ market par of exchange ” which will 
change from day to day and fronri hour to hour. 
Thus if (tone country has a gold coin weighing an 
omice, and the other country a silver coin of similar 
weight, and if, at any given moment, the market 
price of an ounce of gold is thirty-five times the 
markit price of an ounce of silver, then, at that 
moment, the market par of exchange will be thirty- 
five, i.6. thirty-five silver coins swill be equivalent 
to one gold coin. Corresponding to this figure there 
will be export and import points, showin g theji mits 
within which the exchange must be (fonfined so long 
as the price of an “ounce of gold remains thirty-five 
times as much as Ihe price of an qunce of silver. We 
see, therefore, that a gold and silver exchange depends 
primarily upon the ratio between the values of gold 
and silver, and only to a very minor degree upon the 
relative indebtedness of the two countries and the 
value of money in their marktets. Jn the case of 
the exchaiige between England and India before 
1893, the market par of exchange was f (X-t- 1) ; 
X the price of silver in pence per ounceC That 
is, 1 rupee was equivalent to (X + 1 ) pounds 
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Stirling, or to | (X + 1) penca Atcordingly, when 
the price of silver fell from 60d per ounce in 1872 to 
39<i in 1891 there was a progressive fall in the Indian 
exchange from 23d. to 15d. The consequences of 
this fall were such importance, that it’ fmj be 
advisable to refer very sSortlf to the much-discussed 
question of Indiap currency. For the benefit of those 
readers who are unacquainted with the outlines of 
Indian finance, it is necessary to explain that the 
Government of India, while drai^ng all its revenues 
in silver in India, is obliged to make heavy payments 
in gold in England. To meet these “home charges” 
the Secretary of State for India sells “ Council bills,” 
that is, bills on India payable in silver in India. An 
English merchant who ow^ (say) Rs 1 0,000 in India 
will buy Co uncil bills to that amount and renodt 
them to "Ills crdflitox’, who will then be able to draw 
Rs 10,000 from some Government treasury in India. 
It is obvious, then, that the sale df Council biUs is 
equivalent to the sale of so many rupees, and that 
a fall in the^gold value of the rupee means that more 
rupees will have to be sold in order to meet a given 
amount of home charts. Thus, if the home charges 
are £10,000, an^ iMb fupee is worth 2s., the Secretary 
of State will have to sell Council bills to the amount 
of Rs 100,000. If the rupee falls to 1^. the sale of 
bills would have to be increased to Rs 200,000 xjhat 
is, J;he actual paylaents made out of Indian revenues 
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would have been®doubled, though the home charges 
themselves had not increased. 

Harassed by the ever-increasing burden of home 
charges’'-* the Indian Government as early as 1878 
proposed? the introduction of a goldr standard, but 
it was not till 1893 thatfithis proposal finally received 
the" sanction of the home Government. In June of 
that yeer, according to the recommendations of Lord 
Herschell’s committee, the Indian mints were closed 
to silver. It was further announced that rupees 
would be given in exchange for gold delivered at 
the mints, and that Government dues might be paid 
in gold, the rate in each case being fifteen rupees for 
one sovereign. In spite of^theseivneasures the rupee 
continued tO' fall in valuenimtil January, 1895, when 
it reached the minimum of 12jc?. Afte r thi^ date, 
however, there was a steady rise, and from the end 
of 1897 the rupee remained steadily at or about 16d 
Practically speakfng, India now had a gold standard, 
and in 1898 a committee was appointed^to consider 
what further measures should be taken. As a result 
of their recommendations ^ the Indian mints were 
opened to the, free coinage of gold, and both the 
rupee and the sovereign were^declsifed to be legal 
tender at a ratio of fifteen to one. It must be noted, 
however, that no* undertaking was given by the 
In j^n Government to#give gold in exchahge for 

^ Report of Indian Currency CommitteStXS%% (C. 9390). ^ 
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rupees. The result of these two measures has been 
satisfactory, and, with the exception of a few days 
in 1907, the exchange has kept above its lower gold 
point. The sovereign, however, in spite of its'*quality 
of legal tender, has not bee® adopted to any extent 
as part of the (^rculation, of the country. Hence, 
when gold is required for export it cannot ^ taken 
out of circulation neither can it be demanded as of 
right from the Government in dkchange for rupees. 
India, therefore, strictly speaking, does not possess 
a gold standard Its standard has been described 
as a “gold exchange standard,” and will be referred 
to in detail in a subsequent section. 

■Tj -» 

3. THB «00LD-PAP1E” EXCHANGE. 

We have seen that the Indian Government, by 
closing its mints to ihe coinage of silver, was able to 
give a scarcity value to those rupees which remained 
in circulation ; so that the value of the rupee as a 
coin became greater than its value ^as a piece of 
silver. By this^devide of restriction a scarcity value 
can be given to any medium of exchange. Thus, 
if the English Governfiaent werp to declare that 
Bank of England notes were, to continue to be legal 
tender, but that nq gold shordd be given in exclude 
for them, then, if the issties were kept within bounds. 
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they might still continue to circulate at their full 
face value. But supposing that for any reason, such 
as a contraction of trade, the amount of bank notes 
in circulation were to become relatively excessive 
for the needs of the cojintry, then these bank notes 
would become depreciated, and wcmld exchange for 
a less riveight of gold than they did before. An 
excellent historical example of such a state of affairs 
may be found in the English “ Bank restriction ” of 
1797 — 1819. In February, 1797, there arose a sudden 
panic caused by the arrival of a French Mgate in 
one of the Welsh harbours, and the public hastened 
to withdraw their balances from the hands of the 
country bankers. The ISfcwcastle banks were com- 
pelled to stop payment, and the coffers of the Bank 
of England were seriously depleted. ^ven*at the 
beginning of the crisis the stock of gold held by the 
Bank of England" was very small, and it soon became 
apparent that this stock was not sufficient to satisfy 
the demands of the public and of the bakers. The 
Bank of England was therefore obliged to apply to 
Parliament fof assistance, and their application was 
met jby the passing of an Act ^which provided that : 

(1) the Bank should cease to pay its creditors in cash, 

(2) payments of det>ts in bank notes should be deemed 
payment in cash, if of^red and accepted as such, 
(b^^oSnk notes should'be received jsit par in payment 
of taxes. For some time after the passing of the 
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Act, the notes of the Bank of England, being re- 
stricted in amount, continued to exchange for the 
^ same weight of gold as before, and the- foreign 
exchanges renjained favourable. But aftsi" a few 
years the directors of the Bp,nk, being relieved from 
the necessity of maintaining an adequate i-eserv^e of 
gold to insure the convertibility of their nqtes, and 
thus being deprived of all incentive to restrict their 
issues, began to make loans upon'*a large scale. The 
effect of this polidy was soon seen. The market 
price of gold (as measured in notes) rose, in 1810, 
to £4. 10& Od (the mint price being £3. I7s. 10|d), 
thus showing that the notes had depreciated by 15^ 
per cent. The foreign eS(j[iange 3 , also, became very 
unfavourable, the exchange with Paris being 14 per 
cent. btSTO* par. Accordingly, a committee, known 
to history as the “Bullion Committee,” was appointed 
to inquire into the causes of, and remedies for, this 
unfortunate condition of affairs. In giving evidence 
before this -eommittee the directors of the Bank of 
England stated that, in their opinion, the high market 
price of gold was due, not to the d^epreciation of 
notes, but to the appreciation of gold, and that the 
unfavourable stSte of the exchanges was due to an 
adverse balance of indebtedness. Jbey stated, more- 
over, that there could be no, posable excess in the 
issue of Bank of England paper so long as the 'lu?' 
vanbes in which it’ was issued were made upon the 
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principle wMch then guided the conduct of the 
directors, that is, so long as the discounts of mer- 
cantile chills were confined to paper of undoubted 
soliditj' arising out of real commercip-1 transactions, 
and payable at short 8\jid fixed periods. The com- 
mittee, howerer, in their report exposed the fallacy 
of thesip opinions, and showed (1) that the rise in the 
market value of gold must be attributed to the 
depreciation of thd notes, since the price of gold as 
measured in gold coin of the same fineness could 
obviously not alter except by a very small quantity ; 
(2) that since the expenses of sending gold to France 
did not exceed about 7 per cent.^^ no greater depres- 
sion of thq. exchange tj^an 7 per cent, could be 
attributed to an unfavourable balance of trade, and 
that the residual depression must ■be cau^d by a 
depreciation of the currency; (3) that the principle 
laid down by ther directors for regulating their issues 
was entirely unsound, and thaf the only safe guide 
was the state of the exchanges and the f rice of gold 
bullion. The only remedy for all these evils was the 
resumption of cash payments, and, accordingly, the 
committee recommended that ' cash payments should 
be resumed within two years. The House of Commons, 
however, far frotq confirming the recommendations 
of the Report, passed 8 ^ resolution controverting the 
’iSTnciples upon which these recQmmendations" were 
based, and thus encouraged the directors of the Bkik 
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of England to perseTere in the coui-se which had 
already proved so disastrous. In consequence of 
forther issues of paper the market price of gold 
continued to rise until, in 1813, it reached its 
maximum hei^t of £5. 10s. Od. During this year, 
however, there arose a gi’eat 'speculative mania which 
was followed in due course by a heavy tale of failures 
extending over several years. Amongst thesefailures 
were eighty-nine country banks* and the issues of 
country paper were enormously reduced. This vio- 
lent reduction in the quantity of the circulating 
medium caused a general improvement in the mone- 
tary situation, and whereas, in May, 1815, the paper 
price of gold was £5. 6s, Oc?., and the exchange on 
Paris 19, in October, 1816* the paper ^ice of gold 
was £3. Ms. Qd.j and exchange on Paris 26.10. This 
improvement, however, was not maintained, and in 
1818 the Continental exchanges again began to set 
against England, and gold flowed rapidly out of the 
country. IJie directors of the Bank of England still 
refused to safeguard their reserve of gold by calling 
in loans, and it soon became evident that if they per- 
sisted in this course » of conduct serious difficulties 
would arise. Cemmittees of both Houses were ap- 
pointed in 1819 to con^der this question, and tiie 
result of their inquiry was a triumphant vindication 
of thq principles laid down b;f t|je Bullion Committ^ft^ 
ip 1810. Accord^ly, l^y a Statute of 1819, it was 
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enacted that cash payments should be gradually 
resumed, the process to be finally completed by 
May 1st, 1823. Also the trade in gold bullion and 
coin wfts.declared free from aU restraints. 

From a consideration of the English Bank restric- 
tion it is obvious that in the case of a “ gold-paper ” 
excliai^e there can be neither a’'mint par nor a 
market par of exchange. The rate of exchange, as 
has been explained in a previous chapter, depends 
almost entirely upon the relation between the level 
of prices in the gold-using country and the level of 
prices in the paper-using country. The level of 
prices in the paper-using country is determined by 
the proportion which the quantity of paper bears to 
the volume "of trade, if trade expands, prices will 
fall, the value of the paper currency jvill rise, and the 
exchanges will become more favourable. If fresh 
issues of paper, ai*e made without a concomitant 
increase of the volume of trade, prices will rise, the 
value of the paper will faU, and the exsshanges will 
move unfavourably. Changes in the rate of exchange 
due to the balance of indebtedness and the value of 
money cannof be isolated. 

We have thus seen that in the case of a country 
with an inconvertible paper currency the foreign 
exchanges cannolT be left to themselves, a| in the 
„^e of a gold-stand£wd" country. The issue of -paper 
must be regulated with direct reference to the''ex- 
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changes. An expansion of this principle forms the 
subject of the next section. . 


4. THE GOLD EXCHANGE STANDARD. 

In the last Action we have seen that in^orSer to 
maintain an inconvertible paper currency at its face 
value, or, in other words, to mfwntain the exchanges 
of that country at* their proper level, the amount of 
paper in use must be regulated in accordance with 
the state of the exchanges. If the exchanges become 
adverse some of the paper currency must be with- 
drawn. If the e::^hang8S become unduly favourable 
more paper must be issue3. And the s^me principles 
apply to-gilver^ tokens. 

Now suppose that the Government of a certain 
island had induced the inhabitants to use nothing 
but notes for aU purposes of intenial commerce, such 
notes being inconvertible and of the nominal values 
of one pound sterling and the -fractions of a pound. 
How coTild such a Government regulate the issue of 
notes so that they would be really a'& well as nomi- 
nally equivalent to the corresponding English coins? 
The value of (say) a oneg)ound note may be prevented 
from rising above the value of a sfivereign by enacting 
that, the Government shall give one pound ne**^ 
freely in exchange for .gold at the rate of one note 

. 6—2 
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for every sovereign or its equivalent we%ht of gold. 
Hien, if the value of the note were to rise unduly, it 
would iuynediately be possible to make- a profit by 
importifigfgoid and exchanging it for notes ; and in 
practice this possibility jsrould prevent the value of 
the note from rising above its face value as measured 
in gold.^ But to prevent the value or the note from 
falling below its proper level is a more difficult 
operation. Of course in countries such as England, 
where there is a gold circulation, ft is easy enough to 



keep the paper cun-ency at its face value by making 
the notes redeemable in gold. The Government of a 
gold exchange standard country cannot, and does not, 
undertake to provide gold^^in that country, but it 
does undertake to provide gold in other countries, 
ie. to sell bills on these countries. The safe of bills 
on any country is^ obviously equivalent, in all its 
effects, to the provision of gold for export to that 
country, provided that the price of bills be adjusted 
to allow for the fact that the buyer of tbs> bill, if he 
could not have got a bill, and had been obliged to 
send gold, would have had to bear the expenses of 
shipping this gold. So long as bills are freely sold at 
that price it is obvious that the exchange cannot fall 
below “export point,” or rather below that point 
which would have Been export point had the^ e been 
available for exporC 

If we suppose that the people of our hypothetical 
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island trade with England, and that the price of 
sending a sovereign from one island to another is a 
penny, then the Government of this island in order 
to establish a gold exchange standard, wm*have to 
undertake, (1) to give the local notes to any amount 
in exchange for their face value in gold, (2) to sell 
bills on London to any required amount at a|/’ate not 
higher than £1 Os, Id (in local notes) for a bill on 
London for £1. In connection’*with this official or 
demi-official sale of bills we must draw attention to a 
point of importance, viz. that the currency reeeived 
in exchange for bills sold must not be put back into 
general circulation. The reason for this precaution 
is as follows : — In the C!*s^ of a county^ with a true 
gold standard, if the exchanges become unfavourable, 
the outward flow of gold restricts the currency, and 
so tends to raise the rate of discount and lower prices, 
thus bringing into action forces which tend to check 
the outflow of gold or even to reverse the current. 

In the cause of a country with a gold exchange 
standard the sale of bills on foreign countries takes 
the place of an outflow of gold, and should therefore 
have the same effect of contracting the currency. 

This it will noff do unless the token coins or paper 
received as the price ®f such bills are withdrawn 
altogether from active circulation, and kept so with- 
dravm until a demand for more»currency is manifesfe'!!*~*~-% „ 
b/ renewed offers of gold in exchange therefor. 
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We may illustrate th^e principles very briefly by 
reference to existing facts. The currency of India 
consists of rupees, which are token coins kept at a 
scarcity 'Value by the closure of the mints to the free 
coinage of silver. The? Indian Government gives 
rupees for gold at the rate of 15 rupees for f 1. Out 
of the profits of coinage a “ Gold Standard Reserve ” 
has been built up. This reserve is held in London in 
the form of gilt-ed^d securities^. When required, 
bills on London are sold, and are haet by the sale of 
securities from the reserva The rupees received in 
payment for these bills are kept out of circulation. 

The currency of the Philippine^ consists of silver 
pesos which ci^rculate at a jica,rcity value. Out of the 
profits of coinage a reserve has been formed, and 
this is held in the fom of deposits with New York 
bankers. New York drafts are sold by the Philip- 
pine Treasury, aud the pesos received in payment 
are withdi-awn from circulation." 

The currency of Austria-Hungary conskts of notes 
not redeemable in gold®. The Austro-Hungarian 
bank gives notes in exchange for gold at a fixed 
rate. The bank keeps a large stock of gold and of 
“ devisen ” (foreign bills). These bills’ are sold freely 

A 

1 Since the crisis of 1907—08, a portion of the reserve has been 
held in the form of cash at shori^ notice. * 

A considerable quantity'' of legal tender sjiver gulden still Ixists, 
but it is gradually being withdrawn, ahd coined into small changet 
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when required, and at a rate not higher than the 
hypothetical export point, but the gold is not given 
for export. The bank itself, however, frequently 
exports gold in order to buy bills. / • 

In addition to the countries aheady mentioned, 
Mexico and the Straits Settlements also maintain a 
gold exchange standard. ^ ^ 

It is interesting to compare the gold exchange 
standard with the, so-called, “-imping standard” 
{4talon boiteux), of which the French currency 
system offers a prominent example. In France the 
gold Napoleon is legal tender, but so is the silver 
five franc piece. The latter is a token coin kept at 
a scarcity value by I’estrktion upon its coinage, just 
as is the rupee. Inasmiieh as in India the gold 
sovereign is equally legal tender -with the silver 
rupee, it might be said that India also possesses a 
limping standard : but the case of Xndia, and, indeed, 
of all gold exchange standard countries, differa from 
the case oft France in that (1) the Government of 
India keeps up in support of the exchange an elabor- 
ate mechanism which is not required in France, (2) in 
France there is a large circulation oFgold, whereas, 
in India, the cinculation of gold is very small. If the 
Bank of France, in the,exercise of its legal powers, 
refuses, to redeem its notes in gold, and insists upon 
paying for them with the le^l Render five franc piewiw—, 
it is possible, owing to the large use of gold for every 
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day transactions, to collect and export gold. Such a 
device as this is not possible in countries where there 
is little or no gold in circulation. If the use of gold 
coins wefii to increase largely in India it might be 
possible for the Indian Covemment to abolish their 
gold standard reserve, in which case the gold exchange 
standar4 "would become a “ limping standard.” 


, CHAPTEE IX 

T|[B BANK OP ENGLAND 

It is interesting to remember that the Bank of 
England, tlm bank par excelknce of the modern 
world, was founded more than two hundred years 
ago ; in 1694, to be precise ; only thirty year^ after 
the time when Samuel Pepys chartered a hackney 
carriage in order to carry his accumulated guineas 
out into the codhtiy, %nd there bury them. That 
incident shows in the mdifet vivid way what a revolu- 
tion has been brought about by the development of 
banking. Imagine the effect upon industry if the 
well-to-do man of A-d. 1900 were^to put his savings 
into his garden instead of into his bank! But the 
greater p^t of the history of the Bank of England, 
though full of interest, is not germane to our present 
purpose, and we therefore propose to limit this 
chapter to a short description of its modern develop- 
ment. • 

In a previous chapter^ we have described the 
course of events during the period of the restriction, 
and.have shown how the Bank Directors of the tim fi, 
♦ * 1 Chapter TIIL 
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regulated their issues of notes solely with reference 
to the amount of real bills offered for discount ; how 
the effect of this policy was to cause a depreciation 
of the not%, amounting at one time to 29 per cent., 
and how, in 1819, the Gc^vemment, being at length 
converted to the principles set forth in the report 
of the'l^lion Committee, oi’dered a^resumption of 
specie payments. The next formal statement of the 
policy of the Bank Ourt with regard to the issue of 
notes may be found in the evidence given by the 
Governor of the Bank before a secret Committee of 
the House of Commons in 1832. According to his 
statement the ideal of the Bank was, (1) at a time 
when the exchanges were at«par, to have two-thirds 
of their assets In the form or securities, and one-third 
in the form of bullion ; (2) to keep the amount of 
securities as nearly m possible at the same level ; the 
object of this plan being the attainment of a self- 
adjxisting currency. Looking, for example, at a 
skeleton balance-sheet, ,, 



Liabilities 

Deposits 125 

Notes outstanding 25 

"iio 


Assets 

Securities 

Bullion 


100 

50 

150 


we see that if the securities ” are kept at 100 
notes can be issued Except against an increase 
of "buUioa’^ Also, if notes, are 'brought to thb 
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Bank, gold can be had in exchange. The weak 
point of the scheme, howevef, is that not only the 
possessors of notes but also the possessors of deposits 
can demand gold from the Bank. It migh# happen, 
for instance, tliat depositoi-^ would ask for gold to 
the amount of 40, in which case our skeleton balance- 
sheet would appear as follows : — ^ . 

Liabilities Assets 

Deposits ... ... 85 securities 100 

Notes outstanding 25 Bullion 10 

Ho lie* 

Such a drain of gold occurred in 1836 and again 
in 1839, and gave'rise tQ the theory that the Bank 
was not keeping a sufficieiii; reserve of gold to secure 
its issues. Accordingly Sir Robert .Peel decided to 
remedy the defect of the scheme of 1832, and to 
prevent the depositors from treneWng upon the gold 
required to support the note issue* by separating the 
issue dep^tment of the Bank of England from its 
banking department. The principal provisions of 
the Bank Charter Act of 1844 were as follows 

(1) The Ban k of England to transfer to the , 
new issue department securities to the amount of 
£14,000,000 (of which t]^e debt due from the Govern- 
ment to the Bank was to be a part), and all the 
buUjon and coin not required for the business of t he 
banking deparfilient. . The 'issue department to 
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deliTer to the banking department notes to tbe 
value of the securities . and bullion so transferred. 
No further issues of notes to be made from the issue 
departmesat except in exchange for bullion. No 
bullion to be given outufrom the issue department 
except in exchange for notes. Every note, therefore, 
issuech^eyond the amount of £14,000,000 was to be 
backed by metal. 

(2) Of the bullfon kept in the issue department 
one-fifth might be silver ^ 

(3) Any person to be entitled to demand notes 
from the issue department in exchange for standard 
gold bullion at the rate of £3 17s. 9d. per ounce. 

(4) All existing banks nof issiJe, other than the 
Bank of England, to be*^ allowed to retain their 
privilege of issuing notes, to an amount equal to the 
average of their past issues during the early months 
of 1844. 

r 

(5) If any such bank should eease to issue notes, 
the Crown, in Council, to have power tq.. authorise 
the Bank of England to extend its issues against 
securities by an amount not exceeding two-thirds of 

- the amount of notes so withdrawn from circulation. 

(6) Save the Bank of England and the existing 
banks of issue, no other ban^. to have power to issue 
notes. 

aam ' The object of this provi^on^was that silver might be ava»lable 
for export to the silver-using ootmtries^f the Continent. « 
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(7) Weekly accounts to be published. 

Let us illustrate the working of the Act as shown 
by changes in our skeleton balance-sheet If, before 
the conunence|aent of the Act, the balance-^lJteet was 
as foUows : — ’ 


Liabilities 


Assets 

fuo 

Deposits 

125 

Securities 

Fotes outstanding 

25 

Gold ... 

60 

150 


150 


after the commencement of the Act it would l^e as 
follows : — 


Issue Department 


Liabilities 

m 

• 

Assets 


jjfotes issued 

40 ^ 

Securities 

14 



G 0 I 4 ... 

26 


”lo 


40 


Banking Department 


Deposits 

d25 

Securities 

86 



Gold ... 

24 



Notes ... 

15 


IS 


125 


It has been assumed that the bankmg department 
needs 24 of goW for its business. This department 
has, therefore, handed wver to the issue department 
the remaining 26 of gold together with 14 of securities, 
amounting to 40. in all In ‘return the issue depart-" 
mint has handed over* notes to the amoimt of 16, 
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|( | wMch, together with the 26 in circulation, amounts 

[i to 40. 

I’ I It was the intention of the framers of the Act 

I s of 1844 bntirely to withdraw the regulation of the 

i I currency from the hands of the directors, but they 

i would seem to have overlooked two important factors 

,i I in th3>problem. First, that by extending their book 

3 j credits, i.6. by increasing deposits, the directors 

il! could act upon th# level of prices, and so upon the 

'“1 exchanges, just in the same way as by an increase 

Ij in their issue of notes. Second, the depositors, by 

withdrawing their deposits in gold, could obtain gold 
for export without causing any contraction in the 
‘ ' circulation of notes. Owing to the operation of these 

factors, the Bank Charter Act has failed in two of its 
main objects. Its objects, according, to Sir Robert 
Peel, were (1) to prevent, by early and gradual con- 
traction, the severe and sudden contractions of credit 
such as had occurred in 1836 andd839, (2) to maintain 
the convertibility of the paper currency, (3Xto prevent 
the fostering of undue speculation by an abuse of 
paper credit. The first hope was blighted by the 
crises of 1847,' 1867 and 1866. The third rests upon 
the fallacy of supposing that pricesoare affected by 
an excess of the medium of circulation but not by an 
excess of book credits. 


t ^ We may now turn to a detailed consideratipn of 

f, ' ' the weekly balance-sheet of ihe Bank of England’ in 
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the form prescribed by the Act of 1844. A specimen 
of this return is reproduced J)elow ; — 


An account pursuant to the Act 7 and 8 Tict. cap. 82, for the 
week ended on ^^ednesday, the 17th day of November^ 1909. 

Issue Department 

Liabiiiti^.s £ Assets £ 

Notes issued ... 52,500,395 Government debt 11,015,100 

Other securities 7,434,900 

Sih^r bullion ... 

•• Gold coin and 

bullion ... 34,g5Q,395 


J52,500,395 


^52,500,395 


i>Baukiug Department 

Proprietors^ capital 14,553,00Ci Govt. securHies 16,007,788 


Rest 3,142,256 

Public deposits^ 6,320,867 
Other deposits ... 40,228,009 
Seven day and other 
bills ... ... , 34,128 

£64,278,260 


Other securities 22,906,803 

Notes : 24,068,905 

GolcJ^ and silver 
coin 1,294,764 


£64,278,260 


^ Including Exchequer, Savings banks, CommisBioners of National 
Debt, and Dividend accounts. ^ 

Firstly, as to the return of the issue department, 
we have to notice that tb® amount of notes shown 
therein is not all held by th^ public. It is the 
practice of the banking dej^artment to hand over to* 
the issue department ail their spare gold, and to take 



96 


CASH AND CEEDIT 

notes in exchange. The banking department, as may 
be seen from the return, holds notes to the value of 
£24,068,906, so that the value of the notes in circu- 
lation, end held by banks, is only £28,431,490. On 
the assets side the first ilem is the Government debt 
of eleven millions which, by the Act of 1844, was 
speciflEd as a poi*tion of the fourteen millions’ worth 
of securities against which notes might be issued. 
Next we find “other securities” to the value of 
nearly seven-and-a-half millions, which, together with 
the Government debt, amounts to eighteen-and-a-half 
millions. The increase of the fiduciary issue by four- 
and-a-half millions beyond the amount of fourteen 
millions specified in the Ac*- is accounted for by the 
absorption of the issues oPcountry banks. When all 
existing separate issues have been absorbed, the 
fiduciary issue of the Bank of England will amount 
to nearly twenty millions. “ Gold coin and bullion ” 
represents the non-fiduciary issue K)f the Bank. Every 
note issued beyond the amount of the fidijciary issue 
must be backed by gold, and is, literally speaking, as 
good as gold. The power given to the directors of the 
bank by the Act of 1844, to hold one-fifth of the metal 
reserve of the note issue in silver, is not made use of. 

With regard to the return, of the Banking Depart- 
ment, the first item on the liability side is “pro- 
-prietors’ capital,” an item^which needs no explanation. 
Next comes the “ rest.” This is a reserve of undivid'fid 
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profits whicli is never allowed to fall below the 
amount of £ 3 , 000 , 000 . It is, therefore, possible, by 
observing the amount of tne “rest” immediately 
before the half-yearly distribution of dividends, and 
by deducting £ 3 , 000,000 from that amount, to calcu- 
late how much will be available for distribution 
amongst the shareholders. The “public deposits” 
ai’e nothing less than the current account of the 
British Govermnent. Into tliis ascount all the taxes 
are ultimately paid, and from it all Government 
disbursements are made. Some taxes, such as excise 
receipts, come in fairly regularly during the whole 
year, but others, such as income tax and inliabited 
house duty, are toUectgd mainly during the first 
quarter of the year. The* rate of Government dis- 
bursements, on the other hand, is distributed fairly 
evenly over tlie whole year, but necessarily shows 
sudden increases on the dates when salaries are 
payable or dividends are due. feince the public 
income is abnormally large during the months of 
January, jS^bruary and March, while expenditure is 
more evenly distributed, it follows that the “public 
deposits ” must show a considerable increase in 
amount dming^the three months of increased re- 
ceipts. This increase is^in feet, a well-known feature 
of the London money market. Indeed, nearly all the 
important change in amount of this item occur at ^ 
regular intervals,* and .can generally be predicted 

B. 7 
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beforehand. “Public deposits/’ in the eyes of the 
banker, is an ideal amount; for an account the 
changes in which can be foreseen months beforehand 
is almost -as good as an account which never changes 
at all ’ 

The term “other deposits ” conceals a complicated 
accouBt under a simple name, for it includes not only 
the deposits of private traders, of corporations and of 
foreign governments, but also the surplus money of 
the London bankers, and of many'’counti’y banks. It 
is the bankers’ balances which constitute the most 
important and most interesting element of the “other 
deposits,” and at one time the amount of these 
balances was shown separately, in a return periodi- 
cally made io Government This return has been 
discontinued since 1877, but the desirability of its 
renewal in some ^fbrm or other has often been 
mooted. In the absence of express information it is 
usual to assume that the principal changes in the 
amount of the “other deposits ” are causec^jy changes 
in the bankers’ balances, and it therefore becomes 
necessary to examine how these balances are affected 
by the changes of the money market. Firstly, then, 
as to the creation of a deposit with the Bank of 
England. If A wishes to qpen an account at the 
Bank, he may do sc? by paying in notes or gold or by 
giving in a cheque payable to himseE In any case 
A will then be able to say that" so much of fee 
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“other deposits” belongs to him, but, so far as the 
mraey market is concerned thei-e may be a vital 
(bfference according as J.’s cheque is drawn against 
the account of a private trader or against the’account 
of Government. Suppose £hat A’s cheque is one for 
f 100, given to him in the course of his business, and 
drawn upon Lloyd’s bank. The effect of sending this 
cheque to the Bank of Euglan<J, will be to increase 
4’s account by £100, and to decrease the balance of 
Lloyd’s bank by a ’similar sum. The total amount of 
“other deposits” will be unaltered. If, however, A 
is, c.p., a permanent official in some Government 
office, and if he ppens an account at the Bank of 
England by sending the?e,one of his ninthly salary 
cheques, the effect of this will be to* increase Jl’s 
account by (gay) £100, and to decrease “public 
deposits” by a similar sum. Th<» amount of “other 
deposits” will, therefore, be insreased by £100, 
“Other deposits” i-fepresent the total sum which the 
money nMwket can at any moment claim from the 
Bank, and which the Bank would be bound to pay in 
notes or gold if required. The joint-stock bankers 
tr^t their balances with the Bank of England as ' 
being equivalent to gold, and include such balances 
in the basis of “cash ix hand and at the Bank of 
England” upon which they rest fheir superstructure 
of loans. Any operation, tSer^fore, which increases 
th& amount of “other d^osits” is of great impoi-tance 

7—2 
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to the money market, inasmuch as it means that more 
loans can be givea If,rf6r instance, bankers may be 
supposed to keep a proportion of cash to liabilities of 
15 per c*ent., then an increase of the “ ojher deposits” 
by f 100 will mean that actional credit to the extent 
of about £700 will be available. Itds important to 
notice ihat such an increase of “other deposits” may be 
brought about, as ea^plained above, by a transference 
of money from “ public deposits,” and that, conversely, 
a decrease of “other deposits” may occur through 
the transference of money to “ public deposits.” The 
most marked example of such a transference occurs 
during the first quarter of every ,year when, owing 
to the collection of the qsSfessed taxes, the “ public 
deposits ” are largely increased at the expense of the 
“ other deposits.” The joint-stock bankers, at such a 
time, in order to maintain their proper proportion of 
cash to liabilities, "saU m some of the loans which they 
have made to bill-brokers, and these bill-brokers are 
obliged to face the disagreeable necessity H applying 
to the Bank of England for accommodation, and of 
paying bank rate for the loans so obtained This 
brings to our notice another method by which “other 
deposits” may be increased ; namely," by the creation 
of book credits. The Bank ef England, when applied 
to for a loan, gives to the applicant a book credit 
against which he may &-aw cheques ; and thus the 
amount of “other deposits’^ is increased. Thus’if, 
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during the month of February, the joint-stock bankers 
call in loans to the amoun^ of £1,000,000, the bill- 
brokers who are thus deprived of their raw material, 
go to the discount office of the Bank of England and 
apply for loans to a simifar amount. When these 
applications arp granted, “other deposits” will show 
an increase of £1,000,000. A similar state of affairs 
may be observed at those times^of uncertainty when 
bankers try to strengthen their position by increasing 
their proportion 6f cash to liabilities. This they do 
by calling in loans, and the persons thus deprived of 
their money are compelled to have recourse to the 
Bank of England. Thus, at a time of panic, the 
“other deposits’^ will increase in precisely the same 
way as they do at a time when there is merely a 
seasonable •v^ithdrawal of credit without any dis- 
placement of confidence. » 

Just as the item “other deposits” may be increased 
by the loans of the Bank to bill-brokers or others 
upon thi».security of bills of exchange, so it may be 
decreased by what is practically the borrowing of the 
Bank from the market upon the security of consols. 
When the directors think that the ‘market rate of^ 
discount is toe low, owing to the amount of “other 
deposits,” they sometimes take steps to reduce this 
amount by a temporary sale oT a portion of their 
“public” or “other” securities. If the Bank, for 
ifistance, sells £l00,000 consols, the buyers will pay 
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for them with cheques upon various banks. The 
accounts of these banksi, with the Bank of England 
will be debited with the amounts of the cheques, and 
“other deposits” will thus be decreased^ by £100,000. 
The item “public securities” will, of course, be de- 
creased by a similar amount. 

A third manner in which “ other deposits ” may 
be increased or decreased is by changes in the 
demand for coin. When the volume of trade shrinks, 
the demand for coin will be lessefied, and coin will 
accumulate in the coffers of the country and of the 
London bankers. These bankers, as already ex- 
plained, do not keep the whole of^ their reserve in 
their own h^ds, but seqd'^a part of their spare 
supplies to the Bank of England. Eventually, there- 
fore, the superflrfous coin of the country collects at 
the Bank of England, is there credited to the bankers 
who have sent it, and so swells the amount of “other 
deposits.” ' 

A fourth cause of changes in the awount of 
“ other deposits ” is found in the exports and imports 
^of gold. An importer of gold, unless he can get more 
favourable terms from foreign buyers, will bring his 
gold to the Bank of England, which fe always ready 
to buy. Having arranged t« sell his gold to the 
Bank, the importer 'mil probably ask for payment in 
notes, and will pay thcse’^notes in to his account at 
(say) Lloyd’s bank. But iir consequence of this 
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i transaction Lloyd’s bank will have an excess of notes, 

and will, therefore, return ^them to the Bank of 
iw* England, where they will be jcredited to the account 
of Lloyd’s bank, and will ttius go to swell* “other 
deposits.” Conversely, a trailer who buys gold from 
* the Bank of Epgland will probably pay for it by 

means of a cheque on some joint-stock bank. This 
cheque will be set off against the credit standing to 
the account of the bank on the books of the Bank of 
England, and “other deposits” will, to that extent, 
be decreased. 

We have thus seen that changes in the amount of 
“ other deposits ” may occur, firstly, owing to changes 
in the amount of *publi<»deposits” ; secondly, owing 
to an increase or decrease of book credits ; thirdly, 
owing to a conjiraction or expansion of the circulating 
: medium ; fourthly, owing to international demands 

j for gold. . 

i The next item ’in the return — “seven day and 

j other biljp^” — ^is always of an insignificant amount, 

: It includes “bank post bills,” i.e. a species of pro- 

missory note, made by the Bank, and payable at 
seven days’ sight. * *' 

; On the assets side of the balance-sheet the first 

i entry is “ Government securities.” This covers the 

I Bank’s holdings of British Gofermnent stocks, of 

I Treasury bills, of Exchequef bqnds, and of deficiency 

t bills ; these last being the security given by Govern- 


^ I * 
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meat to cover temporary advances made by the Bank. 
Such advances are usually required at the end of the 
quarter, if the Govermhent balance is insufficient to 
meet the dividend and ’other payments which then 
become due. Agam, at a time when gold is flowing 
out of the country, a decrease of “Government 
securities ” indicates, as has already been explained, 
that the Bank is borrowing from the market in order 
to tighten up the outside rate of discount. 

“Other securities” includes ffil advances, other 
thas" advances to the British Government, whether 
made on the security of gilt-edged securities or dn 
discount of bills. It includes also Jhe investments of 
the Bank in securities othpi^han those of the British 
Government, and also some miscellaneous 'assets, such 
as the value of "the branch premises.. In a return 
formerly made to Parliament the amounts of loans 
and discounts were stated separately ; but this return 
was discontinued in 1876, so that the business of the 
Bank is now carried on in comparative obs«urity. It 
is said, however, that the principal business of the 
Bank with borrowers lies in the direction of short 
loans upon the security of gilt-edged investments, 
and that it discounts few bills except* at times when 
the joint-stock banks refuse rto lend. Thus, during 
the first quarter oF the year, when the “other de- 
posits ” tend to decrease*^ owing to J;he collection of 
taxes, the joint-stock banks have to call in some of 


106 


“OTHER SEOyRITpS” 

their loans. The persons who are deprired^of accom- 
modation are driven to apply to the only institution 
which will lend at such a time, namely, the Bank of 
England, thus causing an increase of “other sectirities.” 
Similarly, in limes of panic, the only place where 
loans can be obtained is the Bank of England, and 
the rise in the amount of “ other securities ” is then 
enormous. During the crisis of 1866 “other securi- 
ties ” increased by £10,000,000 in seven days ; and in 
1890, during the Baring difBcnlties, by £7,000,000 in 
seven days. So long, however, as the Bank retains 
the confidence of the community, the majority of 
borrowers, even hi the worst of panics, do not take 
advantage of their loamljjy asking for cash on the 
spot. They prefer to leave their rnoney in the 
keeping of tfee Bank, and by so doing cause that 
increase of “other deposits” which is characteristic 
of periods of uneasiness. 

The next two items — “notes” and “gold and 
silver coin«”— are frequehtly grouped together under 
the title of “reserve.” It is the practice of the 
banking department, as has already been explained, 
to keep ordy such stock of gold as is’needed for the*^ 
business of the»day, and to hand over the remainder 
to the issue department in exchange for notes. The 
reserve, therefore, though consisting apparently to a- 
large extent of notes, is in 'reality a reserve of gold, 
for the banking department can at any moment take 
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back these' notes to the issue department, and change 
them for gold. It has been shown how the strength 
of a banker’s position ^ay be deduced from the 
proportcon which his “ca^h in hand and at the Bank 
of England” bears to his “deposits of customers.” 
In the case of the Bank of England ^ similar deduc- 
tion may be made from the proportion which the 
“reserve” bears to the sum of the “public” and 
“ other ” deposits ; for these “ deposits ” represent 
the sum which the Bank of EnglaM might be called 
upon to pay in gold, and the “reserve” represents 
the sum which it could so pay. It would, however, 
give a more ti-uthful representation of the Bank’s 
position if the proportion oMhe “reserve ” to “other 
deposits ” only were considered. Firstly, because the 
variations of “public deposits” are seasonal in their 
nature, and can be» foreseen with comparative cer- 
tainty. Secondly, because the “public deposits” are 
not made the basis of a superstructure of credit as 
are the “other deposits.” ^ « 

It is usual, as a matter of convenience, to talk of 
the “ other deposits ” as if they consisted entirely of 
“^bankers’ balances. As a matter of fact, it is probable 
that bankers’ balances amount to somewhat less than 
one-half of the total ; but so Jong as this fact is kept 
in mind it can do little harm to speak of the item 
“ other deposits ” as ,if 'it were synonymous with 
bankers’ balances. It is important to remember that 
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the sum of gold and notes held by the^ank of 
England is a I’eserve against “ other deposits ” which 
themselves form part of the :^serve held by bankers 
against their “deposits of customers.” The customers’ 
deposits are gefterally stated at about £1,000,000,000. 
Against this va|t sum the bankers hold, perhaps, 
£30,000,000^ in their own vaults, and about £20,000,000 
as “other deposits” with the Bank of England. Since 
the bankers are liable to pay a*large part of this 
£1,000,000,000 in g6ld on demand it is obvious that 
if only a fraction of their customers take fright, and 
ask for gold, the whole reserve of^ gold might be 
drained away. Moreover, since the banks, under 
such circumstances, woulci meet the first demands by 
drawing gold from the Bank of England before be- 
ginning to trench upon their own reserves, it becomes 
clear that the Bank of England will have to bear the 
main burden of a panic. The banks, at such a time, 

^ Some years ago it was usually stated that the joint stock banks 
kept no goliiT^eyond that required for the business of the day, and 
sent the remainder to the Bank of England, Bir E. Bchuster, in 
a paper — “The Bank of England and the State”— -read at Manchester 
Uniyeijsity in 1905, stated that “It is very prohahle that the cash ^ 
reserves of many bankers are not now represented entirely by their 
balances in the Bank of England, or by what is generally described 
as their till money ; but that t^ey do hold actual cash reserves not 
used in their daily business.” There is ojjly one bank — The Union 
of London and Smith’s— which state^ these amounts separately. On 
Dec. ai, 1909 this baijk had £3,262,16S in hand, and ;e2,902,474 
at lihe Bank of England. • 
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try to s^Ve themselves by calling in their loans to 
brokers, disconnt houses, and others. The brokers 
who have, of course, already used in buying bills the 
money!' lent to them, ckinot repay the banks unless 
they can find some other lender. They' are, therefore, 
compelled to go to the Bank of E^igland to obtain 
money, and the Bank has to accommodate them as 
far as possible in order to prevent serious disaster. 
It may finally become evident that the notes in the 
reserve must soon be exhausted. Under the pro- 
visions of the Act of 1844 the Bank is not allowed to 
issue notes, beyond the amount of the fiduciary issue, 
except against gold ; an exception which, at such a 
time, is of no use whatever. Three times since the 
year 1844 hUve the afeirs of the Bank reached this 
acute phase, and on each occasion the Government 
of the day authorised the directors to act in contra- 
vention of the Act by issuing against securities such 
notes as might be required. On <two occasions, ie. in 
1847 and 1866, the mere knowledge thatrthe Bank 
had power to issue notes was sufficient to check the 
panic, the drain upon the reserve ceased, and finally 
^ there was no occasion to issue the illegal notes. In 
1867, however, the directors issued notes against 
securities to the extent of £2,000,000 in excess of the 
legal fiduciary issue: The experience of these three 
crises would seem to show that when a period of 
uneasiness has ripened into a, panic, and people are 
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beginning to hoard gold and notes, the bem remedy 
is a liberal supply of more notes. On this ground it 
has frequently been suggest^ that England should 
follow the example of Gem^nj, and that the Bank 
of England sh(?hld be allowed to issue notes against 
securities to any amount, and at any time, provided 
that a tax of (say) 5 per cent, be paid by the Bank to 
Government upon the amount of the issue beyond a 
certain fixed sum. Thus there woidd be none of the 
mental strain which inevitably occurs under the 
present law while men are waiting for the suspension 
of the Bank Act, and, at the same time, owing to the 
operation of the tax, the Bank would be under an 
inducement to reduce ite* ^duciary issue to the un- 
taxed limit as soon as possible. 

The effect. of a panic upon the "position of the 
Bank may be analysed as follows*:— Firstly, there is 
the effect due to the efforts of the other banks to 
strengthen their position. Secondly, there is the 
effect du#r to the efforts* of the general public to 
obtain gold and notes. We can isolate the first effect 
by supposing that the feeling of uneasiness is confined 
to the banks. These banks, by calling in loans, will * 
compel bill-brolsers and others to bring securities to 
the Bank of England, and so to obtain a credit on its 
books. Thus "other securities” efiid “other deposits” 
will be increased. The brokers will then repay the 
b®5iks by means of cheques on the Bank -of il^land. 
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So long Is the banks are willing to take repayment 
of their debts in the shape of a credit on the books 
of the Bank of BngiaiM, and so long as the Bank of 
England is willing to |;iTe such credits there need 
be no demand for gold. But supposing that, as in 
America, there were no central institution prepared 
to lend during periods of uneasiness, and with which 
the other banks k^t reserves, then, when the banks 
become alarmed and call in their loans, the borrowers 
will be unable to get credit elsdwhere, and will be 
ob%ed to pay, if, indeed, they can pay at all, in gold. 
There will be an immediate demand for gold, some of 
the borrowers, doubtless, will be unable to obtain it, 
and a general panic is abaost inevitable. Thus, in 
the absence “of a central bank, any alarm Mt by the 
banks tends to create alarm amongst the public. The 
experience gained 'during the American crisis of 190^^ 
is strongly in favour of the existence of such a central 
institution as tending to allay ""the progress of an 
incipient crisis by staving’ off, for a tim^ at any 
rate, the cry for gold. It is important, however, to 
notice that in order to fulfil this function the central 
bank must have such faith in its own stability that 
it will lend fi-eely at a time of acute panic, and 
it must be so trusted by -other banks that they 
are prepared to accept a credit on its books as 
equivalent to gold. It is probable that no central 
bank would have the necessary confidence or pres- 
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tige unless it were backed by the cre^t of the 
Stated 

The second effect of a panic upon the position of 
the Bank of England, namely: the effort of the. public 
to obtain gold^and notes, is^a more serious matter. 
When the custoiners of the banks begin to ask for 
gold or notes it is inevitable that the reserve of the 
Bank of England will be drawn upon, and the only 
remedy for the demand is to supply gold or its 
equivalent. Here again the usefuhiess becomes ap- 
parent of a central bank which has the confidence^of 
the public sufficiently to enable its notes to be taken 
freely in times of suspicion. Once the confidence of 
the public in the donvertibility of the note is shaken 
no amount of note issue wflil stave off a' demand for 
gold. It is, therefore, advisable that at ordinary 
times the note’issue should be backed by an adequate 
and well-advertised store of gold, and, if possible, by 
the credit of the State as welL 

Having considered the^effects of an internal drain 
of gold, we must now describe the effects of an 
external drain. Such a drain may arise owing to 
the operation of two causes which may sometimes ■* 
act simultaneoudy. Firstly, an undue expansion of 
credit may raise prices and cause gold to flow out of 
the country. Secondly, a sudden contraction of credit 

' TJje Bank of England has the mSral, if not the legal, support of 
the 'State. " , 
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in anothA’ country may cause a flow of gold from this 
country to fill up the gap caused by the destruction 
of credit. In either case an external, like an internal, 
drain qf gold immediately makes itself visible in the 
form of a diminution oi the reserve of the Bank of 
England. But since notes are of no pe for export, it 
is absolutely necessary for the Bank to take forcible 
steps to prevent an undue depletion of the reserve. 
In the chapter on the foreign exchanges we have 
explained how gold tends to run out of a country to 
m^e up for a deficiency in the value of the exports 
as compared with the value of the imports of that 
country, how the expense of shipping gold may be 
avoided by encouraging fcueigners to take bills in- 
stead, and how the sale d? "bills may be increased by 
making them cheap, that is, by raising the rate of 
discount. The reig»edy for an external* drain of gold, 
therefore, lies in the raising of the rate of discount. 
But herein lies the difficulty ; for the evil effects of 
an outflow of gold are felt mainly by one body, 
i.e. the Bank of England, whereas the’^ower of 
applying the remedy lies largely in the hands of 
" other bodies, 'i.e. the joint-stock banks, and it is 
obvious that the joint-stock banks may be unwilling 
to apply a remedy which, at first sight, is rather to 
the benefit of their rival than of themselves. It is 
true that the Bank of England can always raise its 
own rate of discount, but this will be useless if the 
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joint-stock banks continue to discount bills freely at 
a lower rate. The rate of discount fixed by the 
Bank of England can only be effective when the 
supply of money in the outeide market is not suffi- 
cient for the supply of bills, i.e. when the supply of 
bills is greater**'than the joint-stock banks care to 
buy. In such case some borrowers must have 
recourse to the Bank of England, -end must pay bank 
rate for their money. This, of course, will tend to 
raise the outside discount rate to a similar level, and 
to put a stop to the outflow of gold. In cases where 
the joint-stock banks are discounting so freely that a 
rise in tlie bank nate has no effect, it is the practice 
of the Bank, as has already been explained, to sell 
consols, and so to deprive the market of some of its 
superabundant supply of money^ ; a device which 
usually has the desired effect. 

In connection with the subject of an external 
drain of gold, it is important to notice that accepting 
houses, Ity converting bills drawn on England into 
acceptable securities, and bill-brokers, by discounting 
such bills, are in a position to give ta foreigners the , 
power to draw upon the Bank’s reserve. If A, 
resident in Paris, wishes to obtain gold from England, 
he may do so by drawing a bill on London, by paying 

J Of late years the Bank of England has given op this indirect 
m^tho'H of reducing evutstde supplies, and has taken to borrowing 
directly from the clearing bankers. 

B. 8 
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a reputable firm to give to the bill the hall-mark of 
their name, and finally by discounting the biU with 
a bill-broker or discount housa By virtue of the 
cheque to him by«the bill-broker, A will then 
be able to draw gold ft*om the bank upon which the 
cheque is di-awn, and this bank, i& its turn, will 
replenish its coflers by drawing out in gold or notes 
a portion of its balance with the Bank of England. 
Thus the signature of the accepting house upon the 
bill, combined with the signature® of the bill-broker 
uptin the cheque, amounts almost to an order to 
the Bank of England to pay out gold. By being 
too lavish in their acceptances or ^heir discounts of 
biUs held by, foreigners, 4iire accepting houses and 
bill-brokers may, in certain circumstances, cause a 
serious outflow of gold, and this quite apart from any 
inflation of prices. The most famous example of an 
outflow of gold brought about in this way was due 
not to the action of private individuals but to the 
exigencies of a great war. “In order to facH*tate the 
raising of funds for the purpose of subsidising the 
^Continental allies of England, Pitt, in 1793, procured 
the passage of an Act enabling the directors of the 
Bank of England to lend money »fco Government 
without the consent of Parliament, a procedure which 
had been forbidden by the first Bank Act in 1696. 
Armed with the powers conferred, by the new^Act, 
the Prime Minister was enabled to pay the foreign 
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subsidies by the simple expedient of accepting bills 
drawn upon him from the Continent and made pay- 
able at the Bank of England. In the three years 
1793-1796 the foreign subsidies amounted to nine 
millions and a half. Owing to the operations of 
the holders of* these biUs on England the foreign 
exchanges became very adverse, and metal flowed 
rapidly out of the country. Finally, in 1797, an 
internal panic arose, and the Bank, being unable, 
owing to its reduced reserve, to meet the demand 
for gold, was compelled to suspend cash payments. 
Although accepting houses and bill-brokers were not 
to blame for the,outflow of gold during these years, 
yet their parts were plaf ed by the Government and 
the Bank of England respectively, and the underlying 
principle is the same. In justice^ to*^the directors of 
the Bank of England, it is necessary to add that they 
persistently pointed out to die Prime Minister the 
extreme danger involved in any extension of his, 
already <raat, liabilities, although they did not go so 
fer as to refuse to honour any of the acceptances of 
the Government which were presented for payment, 
at the Bank. 
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CHAPTEE X ^ 

GOLD RESERVES 

■ Si 

Owing to its position as the oijly free market for 
gojjd the London money market is very subject to 
fluctuations. This rate of discount may be well 
illustrated with reference to our hydraulic model. 
England may there be represented by a central 
cylinder which is connected with many other cylinders, 
representing other gold-using countries. But these 
other cylinders must be supposed to -have no con- 
necting tubes amongst themselves. That is, everyone 
of them is dependent upon Engl^ind alone to supply 
any deficiency or to drain, off any excesg of water. 
If, owing to the sudden coUapse of the cfCdit bag, 
there arises in any cylinder a deficiency of water this 
^’deficiency wiU be first felt in the cylinder representing 
England, and with great severity. From the English 
cylinder it will make its influence felf in a much less 
degree in all the other cylinders. That is to say, a 
collapse of credit in any country will lead to a sudden 
demand for gold which will be felt very keenly jn 
England, and to a less extent; in all other countries. 
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Thus, during the American crisis of 1907, nearly 
£25,000,000 in gold was shipped to New York. The 
greater part of this sum came direct from London, 
hut the Bank of England, by raising its ^ rate of 
discount, drew gold from seventeen other countries, 
and to the am%int of more than £15,000,000. Simi- 
larly a violent conti'action of trade in any country (if 
unaccompanied by a concomitant contraction of credit) 
will cause an overflow of gold wKich will first collect 
in the English market, and then flow gradually to 
other gold-using countries. 

The extreme susceptibility of the English money 
market to foreign demands for gold has given occasion 
for criticisms wMch may^be placed under two heads. 
Firstly, it is said that ?he store of 'gold held in 
England, and available to meet abnormal demands, 
is so small that it might be brought to a dangerously 
low level, or even be altogether exhausted, before 
efiective measures .could be taken to stop the drain 
or to rOTlenish the store, of gold from other sources. 
Second^, it is said that a small reserve of gold 
necessitates frequent and violent changes in the rate 
of discount, and that such changes- are not only » 
hindi’ance to internal trade, but also a menace to 
the international supremacy of the London money 
market An addition *to existing gold reserves is 
therefore advocated on th» ground that it would be 
an insurance against financial disaster, and also on 



118 CASH AND CREDIT 

* 0 

the ground that it would enable the English money 
market to meet sudden demands for gold with less 
frequent and less violent changes in the rate of 
discount 

As a preliminary to the discussjf)ns of these 
questions it is necessary to obtain a cjW idea of the 
meaning of the term “gold reserves,” more especially 
because this term has been used in different senses 
by different writers, *hnd sometimes even by the same 
writer, without any note of warning. The term “ gold 
reserve” has been applied (1) to the store of gold, 
apart from till-money, held by banks other than the 
Bank of England ; (2) to the gold and notes held by 
the banking department of^the Bank of England; 
(3) to the gold held by th*e issue department of the 
Bank of England; (4) to a proposed store of gold 
(often spoken of as a “secondary reserve”) to which 
the Government as well as the banks should con- 
tribute, and which should be held by some central 
authority, such as the Bank of England, for use at 
times of emergency ; (5) to a proposed store*^f gold 
to be accumulated by the Government to sustain the 
credit of the nation, and to meet sudden demands in 
case of war or other emergency. This is sometimes 
described as a “national reserve.” 

Whatever the meaning of 1;he term, however, the 
proposals to increase our gold reserves have one 
main object in view, namely, to strengthen the gold 
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foundation upon which such a heavy superstructure 
of credit is based. The case of a country which has 
an inadequate store of gold may be represented on 
our hydraulic model by a cylinder the interior of 
which is mainly occupied by a much inflateS credit 
bag, and whi<^ consequently contains very little 
water. If this cylinder were to become suddenly 
thinner, the little water which it contained might be 
driven out altogether before any* remedial measures 
could be adopted. , Such a danger might be obviated 
by permanently reducing the size of the credit bag 
as compared with the volume of the cylinder, and’ so 
drawing in an increased quantity of water. But 
without requiring any reduction of the proportion 
which the volume of th^ credit bag Jbears to the 
volume of the cylinder, the contingency of a sudden 
outflow of water may be provided against by estab- 
lishing a small store of water outside the cylinder, 
but in such a position that it may be pumped into 
the cylinder whenever occasion may require, and 
may b^ taken out again when the crisis is over. 
Similarly, the financial security of a gold-using 
country may be assured to some extent (1) by re^ 
ducing the proportion which the volume of credit 
bears to the rdfeerve of gold held by the bankers, or 
(2) by establishing a stare of gold which shall be kept 
outside the ordinary operations of banking, and shall 
iiot*be brought kito use except in times of emergency. 
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The first principle applies to an increase of “gold 
reserves” in the first three of the five meanings 
outlined above. The second principle is involved in 
the establishment of gold reserves in the fourth and 
fifth of these meanings. - 

We shall now proceed to exai^fne in greater 
detail the chief proposals which have been made for 
an increase of our gold reserves. 


Reserves hdd ly hmihs otTkr than the 
- Bank of England. 

In a previous chapter it has been explained that 
the proportion of “cash” ip “customers’ deposits” 
in the balance-sheet of a Hank is usually taken as the 
measure of its stability. But “customers’ deposits,” 
being largely made up of book credits bn which the 
bank draws interest, is a good measure of tlie bank’s 
earning power. A bank manner, therefore, is 
impelled on the one hand .by the force of public 
opinion, to keep the ratio of “cash” to “cultomers’ 
deposits” as lai’ge as possible, whilst, on the other 
-hand, he is impelled by the desire for gain, to increase 
deposits without any regard to the amount of cash. 
It has therefore been proposed to strengthen the 
force of public opinion at thfe expense of the desire 
for gain (and so to diminish the volume of credit) by 
inducing or compelling the larger •banks to 
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monthly statements showing their average^ position 
throughout the month, and giving clear details as to 
the amount of gold and notes held by them, and of 
their balance with the Bank of England; the ^mailer 
banks to pubJ^h quarterly statements of a similar 
kind. If, as is generally assumed to be the case, the 
immediate effect of greater publicity were to be an 
increase in the ratio of cash to deposits the following 
train of events would ensue. SiSce cash could not 
be suddenly increased deposits must have decreased, 
and this implies a contraction of credit and a rise in 
the rate of discount. Gold would therefore flow’iu 
from other countries, and the banks would create 
credits against it until Jhe rate of discount of the 
English money market attained equilibrimn with the 
rates of discoimt of other countries. , 

Granted that an increase of publicity will be 
followed by an increase in the stock of gold held by 
the banks, the question arises as to whether the 
banks shall keep this gold in their own vaults or 
deposif^t with the Bank of England. Against the 
first course it has been urged that in times of panic 
each bank hugs its own store of gold so as to ba 
prepared for emergencies, whereas the best way of 
averting a panfc is to lend freely. The only institu- 
tion which lends freely *at a time, of panic is the Bank 

^ ^Accounts giving the position of a bank on one day only are 
obviously susceptible* of manipulation. 
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of England, Therefore it is better that gold should 
be in the vaults of the Bank of England than in those 
of some other bank. On the other hand, the argu- 
ments fif those who maintain that all spare gold 
should be deposited with the Bank ^ England are 
open to two objections. Firstly, al}?gold deposited 
with the Bank of England is made the basis of two 
systems of credit. For every £10 deposited with the 
Bank of England the depositing bank has lent (say) 
£70, and the Bank of England will lend (say) £25. 
The total amount of credit created is £95, whereas, 
if* the gold had been kept by the bank which 
owned it, the total amount of credit created there- 
against would have bee^ only •'£70. Secondly, 
there is the* insuperable*' objection that the joint 
stock Imnks by .depositing a larger amount of gold 
with the Bank of England would be benefiting “a 
rival establishment whose competition they already 
feel with increasing severity.” TJjis conflict between 
the desire of the public for a central reserve, and the 
dislike of the banks for any scheme whief? would 
unduly benefit a rival has led to the conception of a 
secondary reserve”; a conception which will be 
amplified in a subsequent section. 

Before leaving the subject of reaves held by 
banks other than tfee Bank *bf England, it will be 
advisable to mention briefly the American legislation 
designed in order to compel the national banks to 
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keep an adequate reserve. The gist of this legisla- 
tion is that such banks must keep a fixed proportion 
(in some cases 15 per cent., in others 25 per cent.) 
of gold to deposits. This plan is subject to the 
disadvantage that if a fit of suspicion seizes the 
commercial wor^i at a time when the reserves of the 
banks are near their minimum, the banks are unable 
to lend fi-eely unless they ai-e prepared to break the 
law, and they are therefore practically debarred from 
doing anything to stave off the incipient panic. 

The “Reserve ” of the Bwnk of England. 

The proportion which, the reserve bears to the 
total of “public” and “otEfer deposits ’*• varies from 
35 to 65 per cent. ; a much higher proportion than 
that kept by •the principal joint-stock banks. The 
Bank of England, of course, pays no interest on 
deposits, and therefore is able with profit to keep 
a larger reserve than banks which do pay interest. 
The question of the mere amount of the reserve, 
however, is not separable from the question of 
discount rates. A firm and judicious manipulation* 
of the bank rate combined, if necessary, with bor- 
rowings in the open mai'ket is just as important as, 
and in fact, necessary to* the preiervation of a large 
reserve. The efficacy of thisdevice, however, depends 
entirely upon fihe confidence placed by foreign 
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financiers^in the stability of English conditions. A 
high rate of discount will only attract gold from 
abroad, insomuch as it induces foreigners to invest 
their iponey in bills on England, and bills on England 
will not be attractive as investment^if there is any 
likelihood of their foiling to be mer upon maturity. 
Thus during the crisis of 1866 uneasiness on the 
Continent with regard to the position of the Bank of 
England had reacfied such a pitch, that large quanti- 
ties of long dated bills on England were sent over to 
be discounted at any rate which could be got and the 
proceeds taken away in gold. Even while the rate 
of discount was 10 per cent, in England and 4 per 
cent, in France, gold con^nued to flow out of the 
country, l^'e see, thefefore, that under certain 
circumstances a rise in the bank rate will be in- 
operative, and in such a case the actual volume of 
the reserve wiU be the prmcipal consideration. 

Besides the holding of an adequate reserve, and 
a wise use of the bank rate, the Bank England has, 
upon special occasions, made use of other fneans to 
maintain its position. The first of these occasions 
- was in 1839 when the Bank had allowed its stock of 
bullion to become seriously depleted. On the 16th 
of July this stock had fallen below £^000,000. “ The 
directors at last woke to the*fact that the Bank was 
rapidly drifting into bankruptcy. On the 13th of 
July they gave notice that they would be ready io 
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receive tenders for the purchases of some terminable 
annuities, but the minimum they fixed was so high 
that no sale took place.... The Bank [had also] sold 
public securities to the amount of £760,000, and [had] 
authorised bills\upon Paris to be drawn to its account 
to the amount of £600,000. These measures had the 
effect for a short time of arresting the drain. But 
when these bills came to maturity the Bank was in 
no better position to meet them, and it then became 
necessary to create* a larger credit in Paris to meet 
the first The position of the Bank was, of course, 
well known to all the foreign dealers m exchange, 
and in June it was generally expected abroad that 
the Bank could not maih4ain payments in specie. 
In consequence of this, all long dated bills upon this 
country were, sent over for immediate realisation, 
and the values withdrawn as speedily as possible. 
To counteract this drain as well as to meet the 
payments of t^ip first credit which had been created 
on behalf of the Bank, it was obliged, in July, to 
organise a measure of a much larger nature. Messrs 
Baring entered into an agreement with twelve Of the 
leading bankers of Paris, to draw bills upon them to * 
the amount of upwards of £2,000,000.... An operation 
of a similar nature, to the amount of £900,000, was 
organised with Hamburg. As sdon as any bill was 
drawn on account of one of these operations, the 
Bank transferred an equal amount of the annuities 
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it had offered for sale in July to two trustees, one for 
the drawers and one for the acceptor. Out of this 
second credit the bills which fell due from the 
creatidto of the first credit were paid. This measm*e 
had the effect of gradually arresti^ the drain of 
buUion^” ^ 

Curiously enough the second occasion upon which 
the Bank of England was obliged to have recourse to, 
extraordinary measures in order to meet its obliga- 
tions is also connected with the nhme of Baring, but 
is 1890 it was the difiiculties of Messrs Baring, not of 
the Bank of England, which brought about the crisis. 
It is not necessary to give here details of the panic 
of that year. We need^ t>nly state that a strong 
demand for gold arose in the city, and that the Bank 
was obliged to import gold to the value^of £4,500,000, 
of which £3,000,000 was borrowed from the Bank of 
France and £1,500,000 from the Bank of Russia. 
From a consideration of these tfWo examples, it be- 
comes obvious that the sale of biUs on gold standard 
countries and the borrowing of gold from other 
central banks must be included amongst the resources 
•■of the Bank of England which are available to protect 
its reserve. , 

It is sometimes objected ^at the “ reserve,” apart 
from its actual amount, is composed for the most 
part of notes, and thsft of these notes a cesrtain 

• A 

1 H» D, Macleod, Theory and Praeiice of Banking j Yol, n, p. 144. 
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proportion is issued against securities, and ia therefore 
not equivalent to gold. This objection leads us to 
the consideration of the store of gold held by the 
issue department. ” 

Gold held hy the Isme Department. . 

In the specimen bank return gisen in Chapter IX 
the gross issue of notes is shown as £52,600,395, and 
of this amount neaVly 18^ millions or about 36 per 
cent, is backed by secm-ities. The fiduciary issue, it 
will be remembered, was originally £14,000,000 (of 
which £11,015,10(^ was issued against a book debt 
due from the Governmenf'tp the Bank gf England), 
and has increased to its present amount through the 
taking over of^the lapsed issues of oth’er banks. The 
profits on this extra 4| millions of fiduciary issue go 
to the State. 

It has often been contended that the extent of 
the fidufijary issue is a t^'eak spot in the English 
currency system, and that it should be reduced. 
Several schemes have been proposed having this 
object in view, and of these the best known is Lord 
* Gosdien’s proposal of 1891 for the issue of £1 notes 
in England. £1 notes ^ave a wide circulation in 
Scotland and Ireland, but in En^and their use has 
been forbidden since the Act*of 1826. Lord Goschen 
proposed to repeal this Act and to give authority to 
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the Bank*of England to issue £1 notes, four-fifths 
against gold and one-fifth against securities, such 
authority not to commence unless the stock of gold 
in the Sssue department was at or above £21,600,000. 
This sum was in 1890 the average amount of gold 
held by the issue department, and would at the 
present day be represented by a sum of about 
£35,000,000. Tlie-. effect of such a scheme may be 
seen by considering an imaginary return of the issue 
department after 25 millions of '£1 notes had been 
taken into circulation. If we suppose the issue of 
£6 notes to be £50,000,000, the return before the 
issue of £1 notes would appear m follows : 

Liabililies fi ^ Assets £ 

Notes issued 50,000,000 Government debt 11,015,100 

• Other securities 7,434,900 

Gold ... *... 31,660,000 

;£SO,0 0 0,000 ^50,000,000 * 

showing a ratio of gold to notes of abeut 64 per cent. 
After the issue of £1 notes it would appear a?"follows : 

Liabilities £ Assets £ 

- Notes issued 76,000,000 Government debt 11,015,100 

Other securities 12,434,900 - 

_ _ Gold ...* ... 51,5^0,000 

£75,000,000 £75,000,000 

showing a ratio of gold Co notes of about 69 per.cent. 
Thus the proportionate amount of tlhe fiduciary iss'ue 
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would be considerably reduced, and the uosition of 
the issue department would be to that extent 
strengthened. It was objected to Lord Goschen’s 
scheme that under its operation notes to thp value 
of (say) £ 25 , 000,000 would be put into circulation, 
while gold to t£e value of £20,000,000 would be takea 
out of circulation, and that therefore, if the currency 
requirements of the people remained the same, gold 
to the value of £ 5 , 000,000 would be driven out of the 
country. To this Lord Goschen replied that twenty 
millions of gold in the Bank of England was much 
more valuable as a reserve than twenty-five millions 
in the pockets of the people. 

Lord GoscheiP furthej; proposed that if the issue 
of £1 notes was successful, the Bank* of England, 
armed with its increased store of, gold, might be 
given power* in times of internal crisis, at a given 
rate of interest, to issue notes irrespective of the 
bullion obligation., “That rate of interest must be 
neither so high as to make the whole operation 
inoperiSive nor so low as to encourage people to 
speculate up to it in the certainty that they would 
be able at a reasonable rate of interest to carrj* 
thrpugh their obligations.” The test of the necessity 
for an emergency issue was to be the reduction of the 
stock of gold held bj* the Baqk of England to a 
certain level. When the stock of gold had fallen to 
thislevel, the power to issue notes without a backing 
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of gold wg.8 to come into operation, provided the 
exchanges were favourable. 

Another scheme for the reduction of the fiduciary 
issue consists in the repayment by the Government 
of its debt to the Bank. Funds for this purpose 
could be provided by means of additional taxation 
or, more reasonably, from the Sinking Fund. In 
either case, as th^ result of such operation, “public 
deposits” would be greater by eleven millions than 
they would otherwise have been. * The repayment of 
the debt could then be accomplished by striking off 
this sum from the credit of the Government on the 
books of the Bank of England, and the banking 
department could then hand over notes to the value 
of £11,016,1G0 to the issue department for cancella- 
tion. If this scheme were adopted the return of the 
issue department would, on the basis of existing 
averages, be somewhat as foUows: 

Liabilities £ ^ ^ Assets £ 

iTotes issued 50,000,000. Securities '^,434,900 

Gold ... 42,565,100 

,£50,000,000 ^50,000,000 


showing a ratio of gold to notes of about 85 per cent 
If the Bank was still empowered to issue notes against 
securities to the amount of eighteen-and-a-half 
millions, as before, it would, in times of panic be 
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able to make an emergency issue witbou|^ any breach 
of the law. 

It should be noted that the benefit of an increased 
stock of gold in the issue department would be 
confined almost entirely to cases of an internal drain 
of gold, when an emergency issue of notes is required 
or when public confidence in the convertibility of the 
note is shaken. An external drap takes the form of 
a withdrawal of notes from the banking department 
and the encashment of these notes at the issue 
department. As the reserve of the banking depart- 
ment rarely amounts to 30 millions, whilst the gold in 
the issue department rarely falls below 35 millions, 
it is obvious t]Bat the •dunking department is the 
vulnerable point of the system in tUe case of an 
external drain of gold. 

The ^Secondary Reserve. 

U^to this point we have treated of schemes 
which involve merely the reduction of the proportion 
of credit to reserve. The gist of the principle of 
a secondary reserve is that some quantity of goM 
shall be taken jout of the market altogether, and shall 
not be used as a basis of credit at all. The details of 
the scheme, however, nave takes various forms. The 
twQ main points of difierance are: Who shall bear 
the cost of the f eserve.? WTiere shall the reserve be 
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kept, and who shall hare control over it? It is 
generally aSmitted, even by bankers themselves, that 
the banks should bear some part of the burden of 
a secoi^dary reserve. The Government also, it has 
been pointed out, inasmuch as it benefits by the 
creation of cheap credit, ought to give some help. 
Another point made against the Government in this 



connection is that no reserve of gold is kept against 
the deposits of the 'Post Office and Trustee Savings 
Banks. These deposits amount to more than 200 
mMons, and the only reserve consists of consols to 
about one-thu’d of that amount. It has been urged 
that in the case of wars or labour troubles a run 
upon the savings banks might result, and that this, 
in the absence of any gold* reserve, would necessitate 
the sale of consols, and would probably create a very 
serious situation in the money market. But the 
general consensus of opinion would seem to be that 
the contribution of the Government should take the 
form, not of a gift of gold to a secondary reserve, but 
of the repayment of the debt which it owes^o the 
Bank of England, and of the consequent reduction of 
the fiduciary issue. Under existing arrangements 
this would involve a loss by the Government of the 
profits on millions, and by the "Bank of the 
profits on millions, of "fiduciary issue; thus 
throwing an unfair share of the burden on the Bank. 
But the burden could, of course, be -allotted in any 


A STATE OONirEIBl!rTION 


133 


proportions which it was thought just ^o arrange. 
If, then, the cost of reducing the fiduciary issue is 
considered to have discharged the obligationg of the 
Government and the Bank of England towards the 
mainfenance of the national credit, the entire burden 
of the secondary reserve must be borne by the other 
banks. 

As to the allocation and conttbl of the secondary 
reserve we will ^quote two well-known schemes. 
Firstly, the suggestion of Sir Felix Schuster^ that the 
reserve should be kept at the Bank of England under 
the control of a small permanent committee, to be 
formed of repre^tatives of the bankers, acting with 
the Bank of England; tfigit without the committee’s 
sanction the special reserve should never be used, 
and such sajiction should be given* only in circum- 
stances of exceptional urgency. 

Secondly, we have a somewhat inchoate scheme 
outlined in the Rdport of the Gold Reserves Com- 
mitee #f the London Oliamber of Commerce, issued 
in July 1909. The terms of this resolution are as 
follows: “That the bullion department of the Bank 
of England affords a means by its enlargement for 
th« aggregation of gold reserves held by others than 
the Government of India, viz. : 

(a) The banks of the United Kingdom, including 
« 

• • 

^ Paper read before the Institute of Bankers, December 1906, 
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the Bank ef England, in respect of such gold held 
against their liabilities in excess of till money as 
any of them may elect to deposit in the bullion 
department. 

(&) Scotch and Irish banks in respect of "all or 
any portion of the extra gold held by them against 
excess issue under the Act of 1845 \ 

(c) The Faticmal Debt Commissioners and the 
Postmaster-General in respect of the gold which the 
committee recommend should be held against the 
liabilities of trustee savings banks and post office 
savings banks respectively.” 

Both these schemes, it will be noticed, provide for 
the location pf the secondafy reserve at the Bank of 
England; but they differ on the subject of its control. 
The committee of the London Chamber^of Commerce 
suggest, by implication at any rate, that each institu- 
tion should retain complete control of the gold which 
it had chosen to deposit in the bullion department. 
Sir Felix Schuster, on the' other hand, would place 
the control of the reserve in the hands of a repre- 
^sentative committee. The latter suggestion would. 


^ By Statute 1845, c. 38, each of such bau>e was authorisS'd to 
have in circulation an amount of not^ whose average for four weeks 
was not to exceed the amount of its average issues during the year 
preceding May 1st, 1845, together with an equal amount to the average 
amount of coin held by the bank during the ,^ame four weeks. Of 
this coin at least three-quarters must'he gold. 
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at first sight, appear to be the most reasonable, 
inasmuch as a reserve so controlled wdltld be dis- 
posable for the common good, and would not be 
liable to the caprice of individual banks ; but itjis open 
to th§ objection that the directors of a joint-stock 
bank could not, consistently with the duty which they 
owe to their shareholders, consent to part with the 
exclusive control of any funds belonging to the bank. 
But even though it were not feasible to provide for 
the central control of the secondary reserve, yet the 
existence of a permanent committee, formed of repre- 
sentatives of the bankers to act mth the Bank of 
England would be a most valuable safeguard to the 
English monetai^ systenj. If, for instance, it could 
be arranged by a represeiTtative comnattee that no 
bank should lend at a lower rate than 1 per cent, 
below bank fate, a link would be established between 
bank rate and market rate which would render 
unnecessary the inconvenient borrowing policy of the 
Bank of England, and would do away with the deluge 
of chdSp money which at some periods encourages 
speculation to an undesirable extent. 


The Nqfional Reserve. 

The possession of a stoue of precious metal by the 
State was a prcfminent^ feature of mediaeval finance. 
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but with t^e rise of banking and the consequent 
development of systematic public indebtedness the 
necessity for State treasures became less pressing \ 
But while the opinion of financiers has become 
adverse to the maintenance of a State treasure as a 
means for defraying extraordinary expenses, it haia, 
of late years, advocated the accumulation of treasure 
as a means of adding stability to the credit of the 
State. Even though at a time of widespread panic 
or national disaster such a store* of gold might be 
hopelessly inadequate to meet the demands made 
upon it, yet its existence might do much to ward off 
such dangers. 

It is necessary to distinguish *l3etween a non- 
economic res*erve, such as the German war chest 
at Spandau, and a reserve which is in some way 
connected with the ordinary liabilities of the State, 
Thus in countries where the regulation of the paper • 
currency is undertaken by the State, the State must 
maintain a reserve against the no'te issug, The 
Indian Government, for example, keeps about three 
rupees of silver for every four rupees of notes issued. 
Again, in England, the Government has incurred vast 
liabilities to depositors in the post^ office savings ' 
banks. It has not, however, ^accumulated any store 
of cash to meet their possible demands ; and this 

& 

r 

^ Bastable, Public Fimr^pe Bk 5,^0h. 1, 
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absence of any reserve has given rise, to much 
criticism. It may be weU to note, however, that 
a “run” upon the savings bank is a very remote 
contingency. The deposits, in banking phraseology, 
are “g«od lying money,” and would seem to increase 
more rapidly during years of depression than during 
years of active trade. It is conceivable, indeed, that 
such a run might occur (1) if depositors began to 
doubt the continuing solvency of the Government, or 
(2) if owing to an invasion or to widespread labour 
troubles the depositing classes were compelled by 
privation to withdraw their deposits. In the case of 
a run due to panic, it is doubtftd whether anything 
save the desperate*remedy»o| a forced paper currency 
could save the situation ; in the case of a run due to 
privation it is probable that the suspension of the 
Bank Act, and the payment of depositors in notes, 
would be an adequate and, if carefully managed, a 
harmless expedient? In the first case a reserve of 
gold wqj^ld be ihsuflSicient; in the second case it would 
be unnecessary. But although, as an insurance 
against a run of savings bank depositors, a State 
store of gold may be out of place, yet it may be of* 
much value in, securing the confidence of foreign 
financiers. If, for this purpose, it were thought 
advisable to accumulate a State treasure in England, 
an qbvious source of supp]^ sugg^ts itself in the 
profits from the millions of fiduciary issue whic^ 
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go the State. It has been pointed out by Sir R Giffen, 
that the extent of the fiduciary issue is a weak spot 
in the English monetary system, and that the State’s 
share of the profits from this issue should not be 
treated as revenue, but should be used to build up 
a reserve of gold. 

« 
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125 
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acceptor of 56 (note) ; “ accom- 
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54, 58, 59, 100, 101, 108; 
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scheme of, 1S3 
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definition of, 70 (note); effect 
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by, 3, 6 
China, 73 
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12, 17; effect of changes in 
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23 ; two meanings, 3, 5 
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1857, 108 ; of 1866, 105, 108, 
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Deposits— Bank, with Dis- 
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Discount House, 55, 58, 59 
Drain of Gold, brought about 
by Pitt, 114; external, 111, 
112, 117. 124, 131 ; internal, 
109, lio; 131 

Etalon Boiteux, 87 
Exchange — see Foreign Ex- 
change^ broker, 31, 66* 
Expenditure, methods of, 1^ 
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system, 127, 138 ; profits de- 
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suggested by Lord Ooschen, 
127-135; reform by payment 
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65-69 ; effect of rates of dis- 
count on, 36, 37, 71, 72 ; 
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on, 38-42, 79 ; iilultrated 
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32-42 ; “ gold points ” of, 30 ; 

** mint par ” of, 29 ; ^!S^h gold 
using countries, 65-73 ; with 
silver using countries, 73-77; 

' with countries using incon- 
vertible paper, 77-83 ; with 
countries maintaihing a ‘ ‘ gold 
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laws of, 87; lends gol^ to 
Bank of England, 126 
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96 ; internal drain of, 110 ; 
external drain of, 40, 69, 

* 111,^12, 117, 124 
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86 ; in India, 77, 86 ; in 
Mexioo, 87 ; in Philippines, 86 ; 
iif^trait Settlements, ^7 , 


Gold Points, nature of, 30; on 
hydraulic model, *44 
GoiiB Besesves, American legis- 
lation, 122, 123 ; meaning of 
term, 118 ; ought to *be in- 
creased, 117; various types, 
117-138 

Goschen, Loeb, his scheme for 
£1 notes, 127-131 
Goveenment should pay off its 
debt to the Bank of England, 

130 ; sUbuld keep a reserve 
against Savings Bank deposits, 
132,136 

Goveenment Secxjeities,” 103, 

104 

Heeschell, Loed, his committee 
on Indian currenejs 76 
Hoabbing of Gold, 109 
•S^iiBEE OF Bill, ^56 (note) 
Hvbeaulic Mobel, described, 
22-27, 43-49, 116, 119; iso- 
lates causes ‘and effects, 24 
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73, 74-77; “home charges” 
of, 75 ; mints of, closed to free 
coinage of silver, 76 ; sovereign 
* made legal tender in, 76 
Indoeseb of Bill, 56 {note) 

“ InTBENATIONAL SECTJEmES,” 68 
Issue Defaetment op Bank of 
England, fiduciary issue, 92, ♦ 
95, 127; under Act of 1844, 
90-93 

Japan, 73 

“IMPING Standabb,” 87 
Loans, decrease of, 18, 100 ; % 
for productive purposes cause^^^ 
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demand fgx cash, 15, 17, 18, 
79 ; increase of, 18, 39 ; loans 
“at call” and “at sliort 
notice,” 58, 59 ; productive 
use *01, 14; taken in cash, 9; 
taken in form of book credit, 
10; unproductive use of, 13 
“Long Bill” — see Bill 

“ MARKEtr Par” of Exchange, 74 
“Maturing” of Bii^p — see Bill 
Mint Par of Exchange cannot 
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using countries, 73, 74 ; nature 
of, 29 

Monetary Centre, 2 
Money, methods of spending, 
13 ; more trade means need 
for more money, 2, 5, 6, 
102 ; supply and demand for 
affected by- changes in st~te 
of credit, 5 

Money Market, .English, only 
free market for gold, 116 ; 
susceptibility .of English, 117 
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137 ; meaning of, 118 ; useful 
as an aid to. credit, 136 , 

Newcastle Banes stop payment, 
78 

“ Other Deposits,” increase in 
times of anxiety, 105 ; methods 
of creation, 98-103 ; nature of, 
98 

“Other Securities,” 104-105 
“Outside Market ” (the money 
market supplied by'^the Joint 
stock banks without recourse 
to the Bank of England), 
113 


Panic — see also Crisis, effect of, 
upon Bank of England, 101, 
107-111; leads to hoarding, 
109 

Paper Money, effects of issue of 
inconvertible, 38-42, 49, 78- 
83 ; represented on-^hydraulic 
model, 48, 49 ; rules for 
regulating issue of, 80, 82, 83 
Pitt causes a drain of gold from 
the Bank, 114 

Post Office Savings Banks, a 
“ run ” upon, 137 ; deposits in, 
132p 137 ; hold no reserve of 
gold, 132 

Premium on Gold, 79, 81 
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changes in general level of, 
39, 49, 111 ; effects of issue of 
paper' money on, 39 ; level 
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countries, 45 ; level of prices 
on hydraulic model, .23, 45, 
49 

“ Proprietor’s Capital,” 96 
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Bate of* Discount, effect of 
changes in, 18, 21^ 36, 37, 71, 
72, 117 ; effect on foreign ex- 
changes, 71, 72 ; how fixed, 
52-53 ; violent changes in, 
117 ; used to prevent outfiow 
of gold, 124 ^ 

Bate of Exchange, its ^Siature, 
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' and Berlin, 30 ; between 
London and Paris, 30 
Bate of Interest, 18 ; see also 
Bate ipf Discount * 
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depletion of, 91 ; eiffect of 
panic on, 78, 107, 108 ; nature 
of, 105, 106 ; protected by 
manipulations of Bank rate, 
123 ; protected by sale of bills, 
126 ; ratio of, to deposits, 123 
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6 

BoYAii Exchange, 66 
Eupbe, value of, 75, 76 
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ScHtJSTBB, SieF., on the location 
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of, 118 ; origin of idea, 122 ; 
principle of, 131*; scheme of 
London Chamber of Com- 
merce, 133 ; Sir F. Schuster’s 
scheme, 133 ; who shoijld bear 
cost of, 132 

“ Seven Day ani> otheb Bills,” 
103 
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32, 35 ; reason for, 69 ; repre- 
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44 • 
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trade means need for more 
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